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SUBCHAPTER A—INCOME TAX (Continued)

PART 1—INCOME TAXES
(Continued)

Normal Taxes and Surtaxes (Continued)

EXEMPT ORGANIZATIONS

GENERAL RULE

Sec.
1.501(a)–1 Exemption from taxation.
1.501(c)(2)–1 Corporations organized to hold

title to property for exempt organiza-
tions.

1.501(c)(3)–1 Organizations organized and op-
erated for religious, charitable, sci-
entific, testing for public safety, literary,
or educational purposes, or for the pre-
vention of cruelty to children or animals.

1.501(c)(4)–1 Civic organizations and local
associations of employees.

1.501(c)(5)–1 Labor, agricultural, and horti-
cultural organizations.

1.501(c)(6)–1 Business leagues, chambers of
commerce, real estate boards, and boards
of trade.

1.501(c)(7)–1 Social clubs.
1.501(c)(8)–1 Fraternal beneficiary societies.
1.501(c)(9)–1 Voluntary employees’ bene-

ficiary associations, in general.
1.501(c)(9)–2 Membership in a voluntary em-

ployees’ beneficiary association; employ-
ees; voluntary association of employees.

1.501(c)(9)–3 Voluntary employees’ bene-
ficiary associations; life, sick, accident,
or other benefits.

1.501(c)(9)–4 Voluntary employees’ bene-
ficiary associations; inurement.

1.501(c)(9)–5 Voluntary employees’ bene-
ficiary associations; recordkeeping re-
quirements.

1.501(c)(9)–6 Voluntary employees’ bene-
ficiary associations; benefits includible
in gross income.

1.501(c)(9)–7 Voluntary employees’ bene-
ficiary associations; section 3(4) of
ERISA.

1.501(c)(9)–8 Voluntary employees’ bene-
ficiary associations; effective date.

1.501(c)(10)–1 Certain fraternal beneficiary
societies.

1.501(c)(12)–1 Local benevolent life insur-
ance associations, mutual irrigation and
telephone companies, and like organiza-
tions.

1.501(c)(13)–1 Cemetery companies and
crematoria.

1.501(c)(14)–1 Credit unions and mutual in-
surance funds.

1.501(c)(15)–1 Mutual insurance companies
or associations.

1.501(c)(16)–1 Corporations organized to fi-
nance crop operations.

1.501(c)(17)–1 Supplemental unemployment
benefit trusts.

1.501(c)(17)–2 General rules.
1.501(c)(17)–3 Relation to other sections of

the Code.
1.501(c)(18)–1 Certain funded pension trusts.
1.501(c)(19)–1 War veterans organizations.
1.501(c)(21)–1 Black lung trusts—certain

terms.
1.501(c)(21)–2 Same—trust instrument.
1.501(d)–1 Religious and apostolic associa-

tions or corporations.
1.501(e)–1 Cooperative hospital service orga-

nizations.
1.501(h)–1 Application of the expenditure test

to expenditures to influence legislation;
introduction.

1.501(h)–2 Electing the expenditure test.
1.501(h)–3 Lobbying or grass roots expendi-

tures normally in excess of ceiling
amount.

1.501(k)–1 Communist-controlled organiza-
tions.

1.502–1 Feeder organizations.
1.503(a)–1 Denial of exemption to certain or-

ganizations engaged in prohibited trans-
actions.

1.503(b)–1 Prohibited transactions.
1.503(c)–1 Future status of organizations de-

nied exemption.
1.503(d)–1 Cross references.
1.503(e)–1 Special rules.
1.503(e)–2 Requirements.
1.503(e)–3 Effective dates.
1.503(e)–4 Disallowance of charitable deduc-

tions for certain gifts made before Janu-
ary 1, 1970.

1.503(f)–1 Loans by employers who are pro-
hibited from pledging assets.

1.504–1 Attempts to influence legislation;
certain organizations formerly described
in section 501(c)(3) denied exemption.

1.504–2 Certain transfers made to avoid sec-
tion 504(a).

1.505(c)–1T Questions and answers relating
to the notification requirement for rec-
ognition of exemption under paragraphs
(9), (17) and (20) of Section 501(c) (tem-
porary).

EXEMPT ORGANIZATIONS

PRIVATE FOUNDATIONS

1.507–1 General rule.
1.507–2 Special rules; transfer to, or oper-

ation as, public charity.
1.507–3 Special rules; transferee founda-

tions.
1.507–4 Imposition of tax.
1.507–5 Aggregate tax benefit; in general.
1.507–6 Substantial contributor defined.
1.507–7 Value of assets.
1.507–8 Liability in case of transfers.
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1.507–9 Abatement of taxes.
1.508–1 Notices.
1.508–2 Disallowance of certain charitable,

etc., deductions.
1.508–3 Governing instruments.
1.508–4 Effective date.
1.509(a)–1 Definition of private foundation.
1.509(a)–2 Exclusion for certain organiza-

tions described in section 170(b)(1)(A).
1.509(a)–3 Broadly, publicly supported orga-

nizations.
1.509(a)–4 Supporting organizations.
1.509(a)–5 Special rules of attribution.
1.509(a)–6 Classification under section

509(a).
1.509(a)–7 Reliance by grantors and contrib-

utors to section 509(a) (1), (2), and (3) or-
ganizations.

1.509(b)–1 Continuation of private founda-
tion status.

1.509(c)–1 Status of organization after ter-
mination of private foundation status.

1.509(d)–1 Definition of support.
1.509(e)–1 Definition of gross investment in-

come.

TAXATION OF BUSINESS INCOME OF CERTAIN
EXEMPT ORGANIZATIONS

1.511–1 Imposition and rates of tax.
1.511–2 Organizations subject to tax.
1.511–3 Provisions generally applicable to

the tax on unrelated business income.
1.511–4 Minimum tax for tax preferences.
1.512(a)–1 Definition.
1.512(a)–2 Definition applicable to taxable

years beginning before December 13, 1967.
1.512(a)–3 [Reserved]
1.512(a)–4 Special rules applicable to war

veterans organizations.
1.512(a)–5T Questions and answers relating

to the unrelated business taxable income
of organizations described in paragraphs
(9), (17) or (20) of Section 501(c) (tem-
porary).

1.512(b)–1 Modifications.
1.512(c)–1 Special rules applicable to part-

nerships; in general.
1.513–1 Definition of unrelated trade or busi-

ness.
1.513–2 Definition of unrelated trade or busi-

ness applicable to taxable years begin-
ning before December 13, 1967.

1.513–3 Qualified convention and trade show
activity.

1.513–5 Certain bingo games not unrelated
trade or business.

1.513–6 Certain hospital services not unre-
lated trade or business.

1.513–7 Travel and tour activities of tax ex-
empt organizations.

1.514(a)–1 Unrelated debt-financed income
and deductions.

1.514(a)–2 Business lease rents and deduc-
tions for taxable years beginning before
January 1, 1970.

1.514(b)–1 Definition of debt-financed prop-
erty.

1.514(c)–1 Acquisition indebtedness.
1.514(c)–2 Permitted allocations under sec-

tion 514(c)(9)(E).
1.514(d)–1 Basis of debt-financed property

acquired in corporate liquidation.
1.514(e)–1 Allocation rules.
1.514(f)–1 Definition of business lease.
1.514(g)–1 Business lease indebtedness.

FARMERS’ COOPERATIVES

1.521–1 Farmers’ cooperative marketing and
purchasing associations; requirements
for exemption under section 521.

1.522–1 Tax treatment of farmers’ coopera-
tive marketing and purchasing associa-
tions exempt under section 521.

1.522–2 Manner of taxation of cooperative
associations subject to section 522.

1.522–3 Patronage dividends, rebates, or re-
funds; treatment as to cooperative asso-
ciations entitled to tax treatment under
section 522.

1.522–4 Taxable years affected.
1.527–1 Political organizations; generally.
1.527–2 Definitions.
1.527–3 Exempt function income.
1.527–4 Special rules for computation of po-

litical organization taxable income.
1.527–5 Activities resulting in gross income

to an individual or political organiza-
tion.

1.527–6 Inclusion of certain amounts in the
gross income of an exempt organization
which is not a political organization.

1.527–7 Newsletter funds.
1.527–8 Effective date; filing requirements;

and miscellaneous provisions.
1.527–9 Special rule for principal campaign

committees.

HOMEOWNERS ASSOCIATIONS

1.528–1 Homeowners associations.
1.528–2 Organized and operated to provide

for the acquisition, construction, man-
agement, maintenance and care of asso-
ciation property.

1.528–3 Association property.
1.528–4 Substantiality test.
1.528–5 Source of income test.
1.528–6 Expenditure test.
1.528–7 Inurement.
1.528–8 Election to be treated as a home-

owners association.
1.528–9 Exempt function income.
1.528–10 Special rules for computation of

homeowners association taxable income
and tax.

CORPORATIONS USED TO AVOID INCOME
TAX ON SHAREHOLDERS

CORPORATIONS IMPROPERLY ACCUMULATING
SURPLUS

1.531–1 Imposition of tax.
1.532–1 Corporations subject to accumulated

earnings tax.
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1.533–1 Evidence of purpose to avoid income
tax.

1.533–2 Statement required.
1.534–1 Burden of proof as to unreasonable

accumulations generally.
1.534–2 Burden of proof as to unreasonable

accumulations in cases before the Tax
Court.

1.534–3 Jeopardy assessments in Tax Court
cases.

1.535–1 Definition.
1.535–2 Adjustments to taxable income.
1.535–3 Accumulated earnings credit.
1.536–1 Short taxable years.
1.537–1 Reasonable needs of the business.
1.537–2 Grounds for accumulation of earn-

ings and profits.
1.537–3 Business of the corporation.

PERSONAL HOLDING COMPANIES

1.541–1 Imposition of tax.
1.542–1 General rule.
1.542–2 Gross income requirement.
1.542–3 Stock ownership requirement.
1.542–4 Corporations filing consolidated re-

turns.
1.543–1 Personal holding company income.
1.543–2 Limitation on gross income and per-

sonal holding company income in trans-
actions involving stocks, securities, and
commodities.

1.544–1 Constructive ownership.
1.544–2 Constructive ownership by reason of

indirect ownership.
1.544–3 Constructive ownership by reason of

family and partnership ownership.
1.544–4 Options.
1.544–5 Convertible securities.
1.544–6 Constructive ownership as actual

ownership.
1.544–7 Option rule in lieu of family and

partnership rule.
1.545–1 Definition.
1.545–2 Adjustments to taxable income.
1.545–3 Special adjustment to taxable in-

come.
1.547–1 General rule.
1.547–2 Requirements for deficiency divi-

dends.
1.547–3 Claim for credit or refund.
1.547–4 Effect on dividends paid deduction.
1.547–5 Deduction denied in case of fraud or

wilful failure to file timely return.
1.547–6 Suspension of statute of limitations

and stay of collection.
1.547–7 Effective date.

FOREIGN PERSONAL HOLDING COMPANIES

1.551–1 General rule.
1.551–2 Amount included in gross income.
1.551–3 Deduction for obligations of the

United States and its instrumentalities.
1.551–4 Information in return.
1.551–5 Effect on capital account of foreign

personal holding company and basis of
stock in hands of shareholders.

1.552–1 Definition of foreign personal hold-
ing company.

1.552–2 Gross income requirement.
1.552–3 Stock ownership requirement.
1.552–4 Certain excluded banks.
1.552–5 United States shareholder of ex-

cluded bank.
1.553–1 Foreign personal holding company

income.
1.554–1 Stock ownership.
1.555–1 General rule.
1.555–2 Additions to gross income.
1.556–1 Definition.
1.556–2 Adjustments to taxable income.
1.556–3 Illustration of computation of undis-

tributed foreign personal holding com-
pany income.

DEDUCTION FOR DIVIDENDS PAID

1.561–1 Deduction for dividends paid.
1.561–2 When dividends are considered paid.
1.562–1 Dividends for which the dividends

paid deduction is allowable.
1.562–2 Preferential dividends.
1.562–3 Distributions by a member of an af-

filiated group.
1.563–1 Accumulated earnings tax.
1.563–2 Personal holding company tax.
1.563–3 Dividends considered as paid on last

day of taxable year.
1.564–1 Dividend carryover.
1.565–1 General rule.
1.565–2 Limitations.
1.565–3 Effect of consent.
1.565–4 Consent dividends and other dis-

tributions.
1.565–5 Nonresident aliens and foreign cor-

porations.
1.565–6 Definitions.

BANKING INSTITUTIONS

RULES OF GENERAL APPLICATION TO BANKING
INSTITUTIONS

1.581–1 Banks.
1.581–2 Mutual savings banks, building and

loan associations, and cooperative banks.
1.581–3 Definition of bank prior to Sep-

tember 28, 1962.
1.582–1 Bad debts, losses, and gains with re-

spect to securities held by financial in-
stitutions.

1.584–1 Common trust funds.
1.584–2 Income of participants in common

trust fund.
1.584–3 Computation of common trust fund

income.
1.584–4 Admission and withdrawal of par-

ticipants in the common trust fund.
1.584–5 Returns of banks with respect to

common trust funds.
1.584–6 Net operating loss deduction.
1.585–1 Reserve for losses on loans of banks.
1.585–2 Addition to reserve.
1.585–3 Special rules.
1.585–4 Reorganizations and asset acquisi-

tions.
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1.585–5 Denial of bad debt reserves for large
banks.

1.585–6 Recapture method of changing from
the reserve method of section 585.

1.585–7 Elective cut–off method of changing
from the reserve method of section 585.

1.585–8 Rules for making and revoking elec-
tions under §§ 1.585–6 and 1.585–7.

1.586–1 Reserve for losses on loans of small
business investment companies, etc.

1.586–2 Addition to reserve.

MUTUAL SAVINGS BANKS, ETC.

1.591–1 Deduction for dividends paid on de-
posits.

1.592–1 Repayment of certain loans by mu-
tual savings banks, building and loan as-
sociations, and cooperative banks.

1.593–1 Additions to reserve for bad debts.
1.593–2 Additions to reserve for bad debts

where surplus, reserves, and undivided
profits equal or exceed 12 percent of de-
posits or withdrawable accounts.

1.593–3 Taxable years affected.
1.593–4 Organizations to which section 593

applies.
1.593–5 Addition to reserves for bad debts.
1.593–6 Pre-1970 addition to reserve for

losses on qualifying real property loans.
1.593–6A Post-1969 addition to reserve for

losses on qualifying real property loans.
1.593–7 Establishment and treatment of re-

serves for bad debts.
1.593–8 Allocation of pre-1952 surplus to

opening balance of reserve for losses on
qualifying real property loans.

1.593–10 Certain distributions to share-
holders by a domestic building and loan
association.

1.593–11 Qualifying real property loan and
nonqualifying loan defined.

1.594–1 Mutual savings banks conducting
life insurance business.

1.595–1 Treatment of foreclosed property by
certain creditors.

1.596–1 Limitation on dividends received de-
duction.

1.597–1 Definitions.
1.597–2 Taxation of Federal financial assist-

ance.
1.597–3 Other rules.
1.597–4 Bridge Banks and Agency Control.
1.597–5 Taxable Transfers.
1.597–6 Limitation on collection of income

tax.
1.597–7 Effective date.
1.597–8 Transitional rules for Federal finan-

cial assistance.

BANK AFFILIATES

1.601–1 Special deduction for bank affiliates.

NATURAL RESOURCES

DEDUCTIONS

1.611–0 Regulatory authority.

1.611–1 Allowance of deduction for deple-
tion.

1.611–2 Rules applicable to mines, oil and
gas wells, and other natural deposits.

1.611–3 Rules applicable to timber.
1.611–4 Depletion as a factor in computing

earnings and profits for dividend pur-
poses.

1.611–5 Depreciation of improvements.
1.612–1 Basis for allowance of cost depletion.
1.612–2 Allowable capital additions in case

of mines.
1.612–3 Depletion; treatment of bonus and

advanced royalty.
1.612–4 Charges to capital and to expense in

case of oil and gas wells.
1.612–5 Charges to capital and to expense in

case of geothermal wells.
1.613–1 Percentage depletion; general rule.
1.613–2 Percentage depletion rates.
1.613–3 Gross income from the property.
1.613–4 Gross income from the property in

the case of minerals other than oil and
gas.

1.613–5 Taxable income from the property.
1.613–6 Statement to be attached to return

when depletion is claimed on percentage
basis.

1.613–7 Application of percentage depletion
rates provided in section 613(b) to certain
taxable years ending in 1954.

1.613A–0 Limitations on percentage deple-
tion in the case of oil and gas wells; table
of contents.

1.613A–1 Post-1974 limitations on percentage
depletion in case of oil and gas wells;
general rule.

1.613A–2 Exemption for certain domestic
gas wells.

1.613A–3 Exemption for independent pro-
ducers and royalty owners.

1.613A–4 Limitations on application of
§ 1.613A–3 exemption.

1.613A–5 Election under section 613A(c)(4).
1.613A–6 Recordkeeping requirements.
1.613A–7 Definitions.
1.614–0 Introduction.
1.614–1 Definition of property.
1.614–2 Election to aggregate separate oper-

ating mineral interests under section
614(b) prior to its amendment by Revenue
Act of 1964.

1.614–3 Rules relating to separate operating
mineral interests in the case of mines.

1.614–4 Treatment under the Internal Rev-
enue Code of 1939 with respect to sepa-
rate operating mineral interests for tax-
able years beginning before January 1,
1964, in the case of oil and gas wells.

1.614–5 Special rules as to aggregating non-
operating mineral interests.

1.614–6 Rules applicable to basis, holding pe-
riod, and abandonment losses where min-
eral interests have been aggregated or
combined.

1.614–7 Extension of time for performing
certain acts.

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00008 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



9

Internal Revenue Service, Treasury § 1.501(a)–1

1.614–8 Elections with respect to separate
operating mineral interests for taxable
years beginning after December 31, 1963,
in the case of oil and gas wells.

1.615–1 Pre-1970 exploration expenditures.
1.615–2 Deduction of pre-1970 exploration ex-

penditures in the year paid or incurred.
1.615–3 Election to defer pre-1970 explo-

ration expenditures.
1.615–4 Limitation of amount deductible.
1.615–5 Time for making election with re-

spect to returns due on or before May 2,
1960.

1.615–6 Election to deduct under section 615.
1.615–7 Effect of transfer of mineral prop-

erty.
1.615–8 Termination of section 615.
1.615–9 Notification under Tax Reform Act

of 1969.
1.616–1 Development expenditures.
1.616–2 Election to defer.
1.616–3 Time for making election with re-

spect to returns due on or before May 2,
1960.

1.617–1 Exploration expenditures.
1.617–2 Limitation on amount deductible.
1.617–3 Recapture of exploration expendi-

tures.
1.617–4 Treatment of gain from disposition

of certain mining property.

EXCLUSIONS FROM GROSS INCOME

1.621–1 Payments to encourage exploration,
development, and mining for defense pur-
poses.

SALES AND EXCHANGES

1.631–1 Election to consider cutting as sale
or exchange.

1.631–2 Gain or loss upon the disposal of
timber under cutting contract.

1.631–3 Gain or loss upon the disposal of coal
or domestic iron ore with a retained eco-
nomic interest.

1.632–1 Tax on sale of oil or gas properties.

MINERAL PRODUCTION PAYMENTS

1.636–1 Treatment of production payments
as loans.

1.636–2 Production payments retained in
leasing transactions.

1.636–3 Definitions.
1.636–4 Effective dates of section 636.

CONTINENTAL SHELF AREAS

1.638–1 Continental Shelf areas.
1.638–2 Effective date.

AUTHORITY: 26 U.S.C. 7805, unless otherwise
noted.
Sections 1.504–1 and 1.504–2 also issued under

26 U.S.C. 504(b).
Sec. 1.514(c)–2 also issued under 26 U.S.C.

514(c)(9)(E)(iii).
Sec. 1.527–9 also issued under 26 U.S.C.

527(h)(2)(B)(i).

Sec. 1.585–5 through 1.585–8 also issued under
26 U.S.C. 585(b)(3).

Sec. 1.597–1 through 1.597–7 also issued under
26 U.S.C. 597 and 1502.

Sec. 1.597–8 also issued under 26 U.S.C. 597.

SOURCE: T.D. 6500, 25 FR 11737, Nov. 26, 1960;
25 FR 14021, Dec. 31, 1960, unless otherwise
noted.

EXEMPT ORGANIZATIONS

GENERAL RULE

§ 1.501(a)–1 Exemption from taxation.
(a) In general; proof of exemption. (1)

Section 501(a) provides an exemption
from income taxes for organizations
which are described in section 501 (c) or
(d) and section 401(a), unless such orga-
nization is a feeder organization (see
section 502), or unless it engages in a
transaction described in section 503.
However, the exemption does not ex-
tend to unrelated business taxable income
of such an organization (see part III
(Section 511 and following), subchapter
F, chapter 1 of the Code).

(2) An organization, other than an
employees’ trust described in section
401(a), is not exempt from tax merely
because it is not organized and oper-
ated for profit. In order to establish its
exemption, it is necessary that every
such organization claiming exemption
file an application form as set forth
below with the district director for the
internal revenue district in which is lo-
cated the principal place of business or
principal office of the organization.
Subject only to the Commissioner’s in-
herent power to revoke rulings because
of a change in the law or regulations or
for other good cause, an organization
that has been determined by the Com-
missioner or the district director to be
exempt under section 501(a) or the cor-
responding provision of prior law may
rely upon such determination so long
as there are no substantial changes in
the organization’s character, purposes,
or methods of operation. An organiza-
tion which has been determined to be
exempt under the provisions of the In-
ternal Revenue Code of 1939 or prior
law is not required to secure a new de-
termination of exemption merely be-
cause of the enactment of the Internal
Revenue Code of 1954 unless affected by
substantive changes in law made by
such Code.
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(3) An organization claiming exemp-
tion under section 501(a) and described
in any paragraph of section 501(c)
(other than section 501(c)(1) shall file
the form of application prescribed by
the Commissioner and shall include
thereon such information as required
by such form and the instructions
issued with respect thereto. For rules
relating to the obtaining of a deter-
mination of exempt status by an em-
ployees’ trust described in section
401(a), see the regulations under sec-
tion 401.

(b) Additional proof by particular class-
es of organizations. (1) Organizations
mentioned below shall submit with and
as a part of their applications the fol-
lowing information:

(i) Mutual insurance companies shall
submit copies of the policies or certifi-
cates of membership issued by them.

(ii) In the case of title holding com-
panies described in section 501(c)(2), if
the organization for which title is held
has not been specifically notified in
writing by the Internal Revenue Serv-
ice that it is held to be exempt under
section 501(a), the title holding com-
pany shall submit the information in-
dicated herein as necessary for a deter-
mination of the status of the organiza-
tion for which title is held.

(iii) An organization described in sec-
tion 501(c)(3) shall submit with, and as
a part of, an application filed after
July 26, 1959, a detailed statement of
its proposed activities.

(2) In addition to the information
specifically called for by this section,
the Commissioner may require any ad-
ditional information deemed necessary
for a proper determination of whether
a particular organization is exempt
under section 501(a), and when deemed
advisable in the interest of an efficient
administration of the internal revenue
laws, he may in the cases of particular
types of organizations prescribe the
form in which the proof of exemption
shall be furnished.

(3) An organization claiming to be
specifically exempted by section 6033(a)
from filing annual returns shall submit
with and as a part of its application a
statement of all the facts on which it
bases its claim.

(c) Private shareholder or individual de-
fined. The words private shareholder or

individual in section 501 refer to per-
sons having a personal and private in-
terest in the activities of the organiza-
tion.

(d) Requirement of annual returns. For
the annual return requirements of or-
ganizations exempt under section
501(a), see section 6033 and § 1.6033–1.

(e) Certain Puerto Rican pension, etc.,
trusts. Effective for taxable years be-
ginning after December 31, 1973, section
1022(i)(1) of the Employee Retirement
Income Security Act of 1974 (ERISA)
(88 Stat. 942) provides that trusts under
certain Puerto Rican pension, etc.,
plans (as defined under P.R. Laws Ann.
tit. 13, section 3165, and the articles
thereunder), all of the participants of
which are residents of the Common-
wealth of Puerto Rico, are to be treat-
ed only for purposes of section 501(a) as
trusts described in section 401(a). The
practical effect of section 1022(i)(1) is
to exempt these trusts from U.S. in-
come tax on income from their U.S. in-
vestments. For purposes of section
1022(i)(1), the term residents of the Com-
monwealth of Puerto Rico means bona
fide residents of Puerto Rico, and per-
sons who perform labor or services pri-
marily within the Commonwealth of
Puerto Rico, regardless of residence for
other purposes, and the term partici-
pants is restricted to current employ-
ees who are not excluded under the eli-
gibility provisions of the plan.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7428, 41 FR 34619, Aug. 16,
1976; T.D. 7859, 47 FR 54298, Dec. 2, 1982]

§1.501(c)(2)–1 Corporations organized
to hold title to property for exempt
organizations.

(a) A corporation described in section
501(c)(2) and otherwise exempt from tax
under section 501(a) is taxable upon its
unrelated business taxable income. For
taxable years beginning before January
1, 1970, see § 1.511–2(c)(4). Since a cor-
poration described in section 501(c)(2)
cannot be exempt under section 501(a)
if it engages in any business other than
that of holding title to property and
collecting income therefrom, it cannot
have unrelated business taxable in-
come as defined in section 512 other
than income which is treated as unre-
lated business taxable income solely
because of the applicability of section
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512(a)(3)(C); or debt financed income
which is treated as unrelated business
taxable income solely because of sec-
tion 514; or certain interest, annuities,
royalties, or rents which are treated as
unrelated business taxable income
solely because of section 512(b)
(3)(B)(ii) or (13). Similarly, exempt sta-
tus under section 501(c)(2) shall not be
affected where certain rents from per-
sonal property leased with real prop-
erty are treated as unrelated business
taxable income under section
512(b)(3)(A)(ii) solely because such
rents attributable to such personal
property are more than incidental
when compared to the total rents re-
ceived or accrued under the lease, or
under section 512(b)(3)(B)(i) solely be-
cause such rents attributable to such
personal property exceed 50 percent of
the total rents received or accrued
under the lease.

(b) A corporation described in section
501(c)(2) cannot accumulate income and
retain its exemption, but it must turn
over the entire amount of such income,
less expenses, to an organization which
is itself exempt from tax under section
501(a).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7658, 45 FR 33972, May 21,
1980]

§ 1.501(c)(3)–1 Organizations organized
and operated for religious, chari-
table, scientific, testing for public
safety, literary, or educational pur-
poses, or for the prevention of cru-
elty to children or animals.

(a) Organizational and operational
tests. (1) In order to be exempt as an or-
ganization described in section
501(c)(3), an organization must be both
organized and operated exclusively for
one or more of the purposes specified in
such section. If an organization fails to
meet either the organizational test or
the operational test, it is not exempt.

(2) The term exempt purpose or pur-
poses, as used in this section, means
any purpose or purposes specified in
section 501(c)(3), as defined and elabo-
rated in paragraph (d) of this section.

(b) Organizational test—(1) In general.
(i) An organization is organized exclu-
sively for one or more exempt purposes
only if its articles of organization (re-
ferred to in this section as its articles)

as defined in subparagraph (2) of this
paragraph:

(a) Limit the purposes of such organi-
zation to one or more exempt purposes;
and

(b) Do not expressly empower the or-
ganization to engage, otherwise than
as an insubstantial part of its activi-
ties, in activities which in themselves
are not in furtherance of one or more
exempt purposes.

(ii) In meeting the organizational
test, the organization’s purposes, as
stated in its articles, may be as broad
as, or more specific than, the purposes
stated in section 501(c)(3). Therefore,
an organization which, by the terms of
its articles, is formed for literary and
scientific purposes within the meaning of
section 501(c)(3) of the Code shall, if it
otherwise meets the requirements in
this paragraph, be considered to have
met the organizational test. Similarly,
articles stating that the organization
is created solely to receive contributions
and pay them over to organizations which
are described in section 501(c)(3) and ex-
empt from taxation under section 501(a)
are sufficient for purposes of the orga-
nizational test. Moreover, it is suffi-
cient if the articles set for the purpose
of the organization to be the operation
of a school for adult education and de-
scribe in detail the manner of the oper-
ation of such school. In addition, if the
articles state that the organization is
formed for charitable purposes, such ar-
ticles ordinarily shall be sufficient for
purposes of the organizational test (see
subparagraph (5) of this paragraph for
rules relating to construction of
terms).

(iii) An organization is not organized
exclusively for one or more exempt
purposes if its articles expressly em-
power it to carry on, otherwise than as
an insubstantial part of its activities,
activities which are not in furtherance
of one or more exempt purposes, even
though such organization is, by the
terms of such articles, created for a
purpose that is no broader than the
purposes specified in section 501(c)(3).
Thus, an organization that is empow-
ered by its articles to engage in a manu-
facturing business, or to engage in the op-
eration of a social club does not meet
the organizational test regardless of
the fact that its articles may state

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00011 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



12

26 CFR Ch. I (4–1–01 Edition)§ 1.501(c)(3)–1

that such organization is created for
charitable purposes within the meaning of
section 501(c)(3) of the Code.

(iv) In no case shall an organization
be considered to be organized exclu-
sively for one or more exempt pur-
poses, if, by the terms of its articles,
the purposes for which such organiza-
tion is created are broader than the
purposes specified in section 501(c)(3).
The fact that the actual operations of
such an organization have been exclu-
sively in furtherance of one or more ex-
empt purposes shall not be sufficient to
permit the organization to meet the or-
ganizational test. Similarly, such an
organization will not meet the organi-
zational test as a result of statements
or other evidence that the members
thereof intend to operate only in fur-
therance of one or more exempt pur-
poses.

(v) An organization must, in order to
establish its exemption, submit a de-
tailed statement of its proposed activi-
ties with and as a part of its applica-
tion for exemption (see paragraph (b) of
§ 1.501(a)–1).

(2) Articles of organization. For pur-
poses of this section, the term articles
of organization or articles includes the
trust instrument, the corporate char-
ter, the articles of association, or any
other written instrument by which an
organization is created.

(3) Authorization of legislative or polit-
ical activities. An organization is not or-
ganized exclusively for one or more ex-
empt purposes if its articles expressly
empower it:

(i) To devote more than an insubstan-
tial part of its activities to attempting
to influence legislation by propaganda
or otherwise; or

(ii) Directly or indirectly to partici-
pate in, or intervene in (including the
publishing or distributing of state-
ments), any political campaign on be-
half of or in opposition to any can-
didate for public office; or

(iii) To have objectives and to engage
in activities which characterize it as
an action organization as defined in
paragraph (c)(3) of this section.
The terms used in subdivisions (i), (ii),
and (iii) of this subparagraph shall
have the meanings provided in para-
graph (c)(3) of this section. An organi-
zation’s articles will not violate the

provisions of paragraph (b)(3)(i) of this
section even though the organization’s
articles expressly empower it to make
the election provided for in section
501(h) with respect to influencing legis-
lation and, only if it so elects, to make
lobbying or grass roots expenditures
that do not normally exceed the ceiling
amounts prescribed by section 501(h)(2)
(B) and (D).

(4) Distribution of assets on dissolution.
An organization is not organized exclu-
sively for one or more exempt purposes
unless its assets are dedicated to an ex-
empt purpose. An organization’s assets
will be considered dedicated to an ex-
empt purpose, for example, if, upon dis-
solution, such assets would, by reason
of a provision in the organization’s ar-
ticles or by operation of law, be distrib-
uted for one or more exempt purposes,
or to the Federal Government, or to a
State or local government, for a public
purpose, or would be distributed by a
court to another organization to be
used in such manner as in the judg-
ment of the court will best accomplish
the general purposes for which the dis-
solved organization was organized.
However, an organization does not
meet the organizational test if its arti-
cles or the law of the State in which it
was created provide that its assets
would, upon dissolution, be distributed
to its members or shareholders.

(5) Construction of terms. The law of
the State in which an organization is
created shall be controlling in con-
struing the terms of its articles. How-
ever, any organization which contends
that such terms have under State law a
different meaning from their generally
accepted meaning must establish such
special meaning by clear and con-
vincing reference to relevant court de-
cisions, opinions of the State attorney-
general, or other evidence of applicable
State law.

(6) Applicability of the organizational
test. A determination by the Commis-
sioner or a district director that an or-
ganization is described in section
501(c)(3) and exempt under section
501(a) will not be granted after July 26,
1959 (regardless of when the application
is filed), unless such organization
meets the organizational test pre-
scribed by this paragraph. If, before
July 27, 1959, an organization has been
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determined by the Commissioner or
district director to be exempt as an or-
ganization described in section 501(c)(3)
or in a corresponding provision of prior
law and such determination has not
been revoked before such date, the fact
that such organization does not meet
the organizational test prescribed by
this paragraph shall not be a basis for
revoking such determination. Accord-
ingly, an organization which has been
determined to be exempt before July
27, 1959, and which does not seek a new
determination of exemption is not re-
quired to amend its articles of organi-
zation to conform to the rules of this
paragraph, but any organization which
seeks a determination of exemption
after July 26, 1959, must have articles
of organization which meet the rules of
this paragraph. For the rules relating
to whether an organization determined
to be exempt before July 27, 1959, is or-
ganized exclusively for one or more ex-
empt purposes, see 26 CFR (1939)
39.101(6)–1 (Regulations 118) as made ap-
plicable to the Code by Treasury Deci-
sion 6091, approved August 16, 1954 (19
FR 5167; C.B. 1954–2, 47).

(c) Operational test—(1) Primary activi-
ties. An organization will be regarded
as operated exclusively for one or more
exempt purposes only if it engages pri-
marily in activities which accomplish
one or more of such exempt purposes
specified in section 501(c)(3). An organi-
zation will not be so regarded if more
than an insubstantial part of its activi-
ties is not in furtherance of an exempt
purpose.

(2) Distribution of earnings. An organi-
zation is not operated exclusively for
one or more exempt purposes if its net
earnings inure in whole or in part to
the benefit of private shareholders or
individuals. For the definition of the
words private shareholder or individual,
see paragraph (c) of § 1.501(a)–1.

(3) Action organizations. (i) An organi-
zation is not operated exclusively for
one or more exempt purposes if it is an
action organization as defined in sub-
divisions (ii), (iii), or (iv) of this sub-
paragraph.

(ii) An organization is an action orga-
nization if a substantial part of its ac-
tivities is attempting to influence leg-
islation by propaganda or otherwise.
For this purpose, an organization will

be regarded as attempting to influence
legislation if the organization:

(a) Contacts, or urges the public to
contact, members of a legislative body
for the purpose of proposing, sup-
porting, or opposing legislation; or

(b) Advocates the adoption or rejec-
tion of legislation.

The term legislation, as used in this
subdivision, includes action by the
Congress, by any State legislature, by
any local council or similar governing
body, or by the public in a referendum,
initiative, constitutional amendment,
or similar procedure. An organization
will not fail to meet the operational
test merely because it advocates, as an
insubstantial part of its activities, the
adoption or rejection of legislation. An
organization for which the expenditure
test election of section 501(h) is in ef-
fect for a taxable year will not be con-
sidered an action organization by rea-
son of this paragraph (c)(3)(ii) for that
year if it is not denied exemption from
taxation under section 501(a) by reason
of section 501(h).

(iii) An organization is an action or-
ganization if it participates or inter-
venes, directly or indirectly, in any po-
litical campaign on behalf of or in op-
position to any candidate for public of-
fice.

The term candidate for public office
means an individual who offers him-
self, or is proposed by others, as a con-
testant for an elective public office,
whether such office be national, State,
or local. Activities which constitute
participation or intervention in a polit-
ical campaign on behalf of or in opposi-
tion to a candidate include, but are not
limited to, the publication or distribu-
tion of written or printed statements
or the making of oral statements on
behalf of or in opposition to such a can-
didate.

(iv) An organization is an action orga-
nization if it has the following two
characteristics: (a) Its main or primary
objective or objectives (as distin-
guished from its incidental or sec-
ondary objectives) may be attained
only by legislation or a defeat of pro-
posed legislation; and (b) it advocates,
or campaigns for, the attainment of
such main or primary objective or ob-
jectives as distinguished from engaging
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in nonpartisan analysis, study, or re-
search and making the results thereof
available to the public. In determining
whether an organization has such char-
acteristics, all the surrounding facts
and circumstances, including the arti-
cles and all activities of the organiza-
tion, are to be considered.

(v) An action organization, described
in subdivisions (ii) or (iv) of this sub-
paragraph, though it cannot qualify
under section 501(c)(3), may neverthe-
less qualify as a social welfare organi-
zation under section 501(c)(4) if it
meets the requirements set out in
paragraph (a) of § 1.501(c)(4)–1.

(d) Exempt purposes—(1) In general. (i)
An organization may be exempt as an
organization described in section
501(c)(3) if it is organized and operated
exclusively for one or more of the fol-
lowing purposes:

(a) Religious,
(b) Charitable,
(c) Scientific,
(d) Testing for public safety,
(e) Literary,
(f) Educational, or
(g) Prevention of cruelty to children

or animals.
(ii) An organization is not organized

or operated exclusively for one or more
of the purposes specified in subdivision
(i) of this subparagraph unless it serves
a public rather than a private interest.
Thus, to meet the requirement of this
subdivision, it is necessary for an orga-
nization to establish that it is not or-
ganized or operated for the benefit of
private interests such as designated in-
dividuals, the creator or his family,
shareholders of the organization, or
persons controlled, directly or indi-
rectly, by such private interests.

(iii) Since each of the purposes speci-
fied in subdivision (i) of this subpara-
graph is an exempt purpose in itself, an
organization may be exempt if it is or-
ganized and operated exclusively for
any one or more of such purposes. If, in
fact, an organization is organized and
operated exclusively for an exempt
purpose or purposes, exemption will be
granted to such an organization re-
gardless of the purpose or purposes
specified in its application for exemp-
tion. For example, if an organization
claims exemption on the ground that it

is educational, exemption will not be
denied if, in fact, it is charitable.

(2) Charitable defined. The term chari-
table is used in section 501(c)(3) in its
generally accepted legal sense and is,
therefore, not to be construed as lim-
ited by the separate enumeration in
section 501(c)(3) of other tax-exempt
purposes which may fall within the
broad outlines of charity as developed
by judicial decisions. Such term in-
cludes: Relief of the poor and distressed
or of the underprivileged; advancement
of religion; advancement of education
or science; erection or maintenance of
public buildings, monuments, or works;
lessening of the burdens of Govern-
ment; and promotion of social welfare
by organizations designed to accom-
plish any of the above purposes, or (i)
to lessen neighborhood tensions; (ii) to
eliminate prejudice and discrimina-
tion; (iii) to defend human and civil
rights secured by law; or (iv) to combat
community deterioration and juvenile
delinquency. The fact that an organiza-
tion which is organized and operated
for the relief of indigent persons may
receive voluntary contributions from
the persons intended to be relieved will
not necessarily prevent such organiza-
tion from being exempt as an organiza-
tion organized and operated exclu-
sively for charitable purposes. The fact
that an organization, in carrying out
its primary purpose, advocates social
or civic changes or presents opinion on
controversial issues with the intention
of molding public opinion or creating
public sentiment to an acceptance of
its views does not preclude such orga-
nization from qualifying under section
501(c)(3) so long as it is not an action
organization of any one of the types de-
scribed in paragraph (c)(3) of this sec-
tion.

(3) Educational defined—(i) In general.
The term educational, as used in sec-
tion 501(c)(3), relates to:

(a) The instruction or training of the
individual for the purpose of improving
or developing his capabilities; or

(b) The instruction of the public on
subjects useful to the individual and
beneficial to the community.

An organization may be educational
even though it advocates a particular
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position or viewpoint so long as it pre-
sents a sufficiently full and fair expo-
sition of the pertinent facts as to per-
mit an individual or the public to form
an independent opinion or conclusion.
On the other hand, an organization is
not educational if its principal func-
tion is the mere presentation of unsup-
ported opinion.

(ii) Examples of educational organiza-
tions. The following are examples of or-
ganizations which, if they otherwise
meet the requirements of this section,
are educational:

Example 1. An organization, such as a pri-
mary or secondary school, a college, or a
professional or trade school, which has a reg-
ularly scheduled curriculum, a regular fac-
ulty, and a regularly enrolled body of stu-
dents in attendance at a place where the edu-
cational activities are regularly carried on.

Example 2. An organization whose activi-
ties consist of presenting public discussion
groups, forums, panels, lectures, or other
similar programs. Such programs may be on
radio or television.

Example 3. An organization which presents
a course of instruction by means of cor-
respondence or through the utilization of tel-
evision or radio.

Example 4. Museums, zoos, planetariums,
symphony orchestras, and other similar or-
ganizations.

(4) Testing for public safety defined.
The term testing for public safety, as
used in section 501(c)(3), includes the
testing of consumer products, such as
electrical products, to determine
whether they are safe for use by the
general public.

(5) Scientific defined. (i) Since an orga-
nization may meet the requirements of
section 501(c)(3) only if it serves a pub-
lic rather than a private interest, a sci-
entific organization must be organized
and operated in the public interest (see
subparagraph (1)(ii) of this paragraph).
Therefore, the term scientific, as used
in section 501(c)(3), includes the car-
rying on of scientific research in the
public interest. Research when taken
alone is a word with various meanings;
it is not synonymous with scientific;
and the nature of particular research
depends upon the purpose which it
serves. For research to be scientific,
within the meaning of section 501(c)(3),
it must be carried on in furtherance of
a scientific purpose. The determination
as to whether research is scientific does

not depend on whether such research is
classified as fundamental or basic as
contrasted with applied or practical. On
the other hand, for purposes of the ex-
clusion from unrelated business tax-
able income provided by section
512(b)(9), it is necessary to determine
whether the organization is operated
primarily for purposes of carrying on
fundamental, as contrasted with ap-
plied, research.

(ii) Scientific research does not in-
clude activities of a type ordinarily
carried on as an incident to commer-
cial or industrial operations, as, for ex-
ample, the ordinary testing or inspec-
tion of materials or products or the de-
signing or construction of equipment,
buildings, etc.

(iii) Scientific research will be re-
garded as carried on in the public in-
terest:

(a) If the results of such research (in-
cluding any patents, copyrights, proc-
esses, or formulae resulting from such
research) are made available to the
public on a nondiscriminatory basis;

(b) If such research is performed for
the United States, or any of its agen-
cies or instrumentalities, or for a State
or political subdivision thereof; or

(c) If such research is directed toward
benefiting the public. The following are
examples of scientific research which
will be considered as directed toward
benefiting the public, and, therefore,
which will be regarded as carried on in
the public interest: (1) Scientific re-
search carried on for the purpose of
aiding in the scientific education of
college or university students; (2) sci-
entific research carried on for the pur-
pose of obtaining scientific informa-
tion, which is published in a treatise,
thesis, trade publication, or in any
other form that is available to the in-
terested public; (3) scientific research
carried on for the purpose of discov-
ering a cure for a disease; or (4) sci-
entific research carried on for the pur-
pose of aiding a community or geo-
graphical area by attracting new indus-
try to the community or area or by en-
couraging the development of, or reten-
tion of, an industry in the community
or area. Scientific research described
in this subdivision will be regarded as
carried on in the public interest even
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though such research is performed pur-
suant to a contract or agreement under
which the sponsor or sponsors of the re-
search have the right to obtain owner-
ship or control of any patents, copy-
rights, processes, or formulae resulting
from such research.

(iv) An organization will not be re-
garded as organized and operated for
the purpose of carrying on scientific re-
search in the public interest and, con-
sequently, will not qualify under sec-
tion 501(c)(3) as a scientific organiza-
tion, if:

(a) Such organization will perform
research only for persons which are (di-
rectly or indirectly) its creators and
which are not described in section
501(c)(3), or

(b) Such organization retains (di-
rectly or indirectly) the ownership or
control of more than an insubstantial
portion of the patents, copyrights,
processes, or formulae resulting from
its research and does not make such
patents, copyrights, processes, or for-
mulae available to the public. For pur-
poses of this subdivision, a patent,
copyright, process, or formula shall be
considered as made available to the
public if such patent, copyright, proc-
ess, or formula is made available to the
public on a nondiscriminatory basis. In
addition, although one person is grant-
ed the exclusive right to the use of a
patent, copyright, process, or formula,
such patent, copyright, process, or for-
mula shall be considered as made avail-
able to the public if the granting of
such exclusive right is the only prac-
ticable manner in which the patent,
copyright, process, or formula can be
utilized to benefit the public. In such a
case, however, the research from which
the patent, copyright, process, or for-
mula resulted will be regarded as car-
ried on in the public interest (within
the meaning of subdivision (iii) of this
subparagraph) only if it is carried on
for a person described in subdivision
(iii)(b) of this subparagraph or if it is
scientific research described in subdivi-
sion (iii)(c) of this subparagraph.

(v) The fact that any organization
(including a college, university, or hos-
pital) carries on research which is not
in furtherance of an exempt purpose
described in section 501(c)(3) will not
preclude such organization from meet-

ing the requirements of section
501(c)(3) so long as the organization
meets the organizational test and is
not operated for the primary purpose of
carrying on such research (see para-
graph (e) of this section, relating to or-
ganizations carrying on a trade or busi-
ness). See paragraph (a)(5) of § 1.513–2,
with respect to research which con-
stitutes an unrelated trade or business,
and section 512(b) (7), (8), and (9), with
respect to income derived from re-
search which is excludable from the tax
on unrelated business income.

(vi) The regulations in this subpara-
graph are applicable with respect to
taxable years beginning after Decem-
ber 31, 1960.

(e) Organizations carrying on trade or
business—(1) In general. An organiza-
tion may meet the requirements of sec-
tion 501(c)(3) although it operates a
trade or business as a substantial part
of its activities, if the operation of
such trade or business is in furtherance
of the organization’s exempt purpose or
purposes and if the organization is not
organized or operated for the primary
purpose of carrying on an unrelated
trade or business, as defined in section
513. In determining the existence or
nonexistence of such primary purpose,
all the circumstances must be consid-
ered, including the size and extent of
the trade or business and the size and
extent of the activities which are in
furtherance of one or more exempt pur-
poses. An organization which is orga-
nized and operated for the primary pur-
pose of carrying on an unrelated trade
or business is not exempt under section
501(c)(3) even though it has certain reli-
gious purposes, its property is held in
common, and its profits do not inure to
the benefit of individual members of
the organization. See, however, section
501(d) and § 1.501(d)–1, relating to reli-
gious and apostolic organizations.

(2) Taxation of unrelated business in-
come. For provisions relating to the
taxation of unrelated business income
of certain organizations described in
section 501(c)(3), see sections 511 to 515,
inclusive, and the regulations there-
under.

(f) Applicability of regulations in this
section. The regulations in this section
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are, except as otherwise expressly pro-
vided, applicable with respect to tax-
able years beginning after July 26, 1959.
For the rules applicable with respect to
taxable years beginning before July 27,
1959, see 26 CFR (1939) 39.101(6)–1 (Regu-
lations 118) as made applicable to the
Code by Treasury Decision 6091, ap-
proved August 16, 1954 (19 FR 5167; C.B.
1954–2, 47).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6525, 26 FR 189, Jan. 11, 1961;
T.D. 6939, 32 FR 17661, Dec. 12, 1967; T.D. 7428,
41 FR 34620, Aug. 16, 1976; T.D. 8308, 55 FR
35587, Aug. 31, 1990]

§ 1.501(c)(4)–1 Civic organizations and
local associations of employees.

(a) Civic organizations—(1) In general.
A civic league or organization may be
exempt as an organization described in
section 501(c)(4) if—

(i) It is not organized or operated for
profit; and

(ii) It is operated exclusively for the
promotion of social welfare.

(2) Promotion of social welfare—(i) In
general. An organization is operated ex-
clusively for the promotion of social
welfare if it is primarily engaged in
promoting in some way the common
good and general welfare of the people
of the community. An organization em-
braced within this section is one which
is operated primarily for the purpose of
bringing about civic betterments and
social improvements. A social welfare
organization will qualify for exemption
as a charitable organization if it falls
within the definition of charitable set
forth in paragraph (d)(2) of § 1.501(c)(3)–
1 and is not an action organization as
set forth in paragraph (c)(3) of
§ 1.501(c)(3)–1.

(ii) Political or social activities. The
promotion of social welfare does not
include direct or indirect participation
or intervention in political campaigns
on behalf of or in opposition to any
candidate for public office. Nor is an
organization operated primarily for the
promotion of social welfare if its pri-
mary activity is operating a social club
for the benefit, pleasure, or recreation
of its members, or is carrying on a
business with the general public in a
manner similar to organizations which
are operated for profit. See, however,
section 501(c)(6) and § 1.501(c)(6)–1, re-

lating to business leagues and similar
organizations. A social welfare organi-
zation that is not, at any time after
October 4, 1976, exempt from taxation
as an organization described in section
501(c)(3) may qualify under section
501(c)(4) even though it is an action or-
ganization described in § 1.501(c)(3)–
1(c)(3)(ii) or (iv), if it otherwise quali-
fies under this section. For rules relat-
ing to an organization that is, after Oc-
tober 4, 1976, exempt from taxation as
an organization described in section
501(c)(3), see section 504 and § 1.504–1.

(b) Local associations of employees.
Local associations of employees de-
scribed in section 501(c)(4) are ex-
pressly entitled to exemption under
section 501(a). As conditions to exemp-
tion, it is required (1) that the member-
ship of such an association be limited
to the employees of a designated per-
son or persons in a particular munici-
pality, and (2) that the net earnings of
the association be devoted exclusively
to charitable, educational, or rec-
reational purposes. The word local is
defined in paragraph (b) of § 1.501(c)(12)–
1. See paragraph (d) (2) and (3) of
§ 1.501(c)(3)–1 with reference to the
meaning of charitable and educational as
used in this section.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8308,
55 FR 35588, Aug. 31, 1990]

§ 1.501(c)(5)–1 Labor, agricultural, and
horticultural organizations.

(a) The organizations contemplated
by section 501(c)(5) as entitled to ex-
emption from income taxation are
those which:

(1) Have no net earnings inuring to
the benefit of any member, and

(2) Have as their objects the better-
ment of the conditions of those en-
gaged in such pursuits, the improve-
ment of the grade of their products,
and the development of a higher degree
of efficiency in their respective occupa-
tions.

(b)(1) General rule. An organization is
not an organization described in sec-
tion 501(c)(5) if the principal activity of
the organization is to receive, hold, in-
vest, disburse or otherwise manage
funds associated with savings or in-
vestment plans or programs, including
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pension or other retirement savings
plans or programs.

(2) Exception. Paragraph (b)(1) of this
section shall not apply to an organiza-
tion which—

(i) Is established and maintained by
another labor organization described in
section 501(c)(5) (determined without
regard to this paragraph (b)(2));

(ii) Is not directly or indirectly es-
tablished or maintained in whole or in
part by one or more—

(A) Employers;
(B) Governments or agencies or in-

strumentalities thereof; or
(C) Government controlled entities;
(iii) Is funded by membership dues

from members of the labor organiza-
tion described in this paragraph (b)(2)
and earnings thereon; and

(iv) Has not at any time after Sep-
tember 2, 1974 (the date of enactment of
the Employee Retirement Income Se-
curity Act of 1974, Pub. L. 93–406, 88
Stat. 829) provided for, permitted or ac-
cepted employer contributions.

(3) Example. The principles of this
paragraph (b) are illustrated by the fol-
lowing example:

Example. Trust A is organized in accord-
ance with a collective bargaining agreement
between labor union K and multiple employ-
ers. Trust A forms part of a plan that is es-
tablished and maintained pursuant to the
agreement and which covers employees of
the signatory employers who are members of
K. Representatives of both the employers
and K serve as trustees. A receives contribu-
tions from the employers who are subject to
the agreement. Retirement benefits paid to
K’s members as specified in the agreement
are funded exclusively by the employers’
contributions and accumulated earnings. A
also provides information to union members
about their retirement benefits and assists
them with administrative tasks associated
with the benefits. Most of A’s activities are
devoted to these functions. From time to
time, A also participates in the renegoti-
ation of the collective bargaining agreement.
A’s principal activity is to receive, hold, in-
vest, disburse, or otherwise manage funds as-
sociated with a retirement savings plan. In
addition, A does not satisfy all the require-
ments of the exception described in para-
graph (b)(2) of this section. (For example, A
accepts contributions from employers.)
Therefore, A is not a labor organization de-
scribed in section 501(c)(5).

(c) Organizations described in section
501(c)(5) and otherwise exempt from tax
under section 501(a) are taxable upon

their unrelated business taxable in-
come. See part II (section 511 and fol-
lowing), subchapter F, chapter 1 of the
Code, and the regulations thereunder.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8726,
62 FR 40449, July 29, 1997]

§ 1.501(c)(6)–1 Business leagues, cham-
bers of commerce, real estate
boards, and boards of trade.

A business league is an association of
persons having some common business
interest, the purpose of which is to pro-
mote such common interest and not to
engage in a regular business of a kind
ordinarily carried on for profit. It is an
organization of the same general class
as a chamber of commerce or board of
trade. Thus, its activities should be di-
rected to the improvement of business
conditions of one or more lines of busi-
ness as distinguished from the perform-
ance of particular services for indi-
vidual persons. An organization whose
purpose is to engage in a regular busi-
ness of a kind ordinarily carried on for
profit, even though the business is con-
ducted on a cooperative basis or pro-
duces only sufficient income to be self-
sustaining, is not a business league. An
association engaged in furnishing in-
formation to prospective investors, to
enable them to make sound invest-
ments, is not a business league, since
its activities do not further any com-
mon business interest, even though all
of its income is devoted to the purpose
stated. A stock or commodity exchange
is not a business league, a chamber of
commerce, or a board of trade within
the meaning of section 501(c)(6) and is
not exempt from tax. Organizations
otherwise exempt from tax under this
section are taxable upon their unre-
lated business taxable income. See part
II (section 511 and following), sub-
chapter F, chapter 1 of the Code, and
the regulations thereunder.

§ 1.501(c)(7)–1 Social clubs.
(a) The exemption provided by sec-

tion 501(a) for organizations described
in section 501(c)(7) applies only to clubs
which are organized and operated ex-
clusively for pleasure, recreation, and
other nonprofitable purposes, but does
not apply to any club if any part of its
net earnings inures to the benefit of
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any private shareholder. In general,
this exemption extends to social and
recreation clubs which are supported
solely by membership fees, dues, and
assessments. However, a club otherwise
entitled to exemption will not be dis-
qualified because it raises revenue
from members through the use of club
facilities or in connection with club ac-
tivities.

(b) A club which engages in business,
such as making its social and rec-
reational facilities available to the
general public or by selling real estate,
timber, or other products, is not orga-
nized and operated exclusively for
pleasure, recreation, and other non-
profitable purposes, and is not exempt
under section 501(a). Solicitation by ad-
vertisement or otherwise for public pa-
tronage of its facilities is prima facie
evidence that the club is engaging in
business and is not being operated ex-
clusively for pleasure, recreation, or
social purposes. However, an incidental
sale of property will not deprive a club
of its exemption.

§ 1.501(c)(8)–1 Fraternal beneficiary
societies.

(a) A fraternal beneficiary society is
exempt from tax only if operated under
the lodge system or for the exclusive
benefit of the members so operating.
Operating under the lodge system means
carrying on its activities under a form
of organization that comprises local
branches, chartered by a parent organi-
zation and largely self-governing,
called lodges, chapters, or the like. In
order to be exempt it is also necessary
that the society have an established
system for the payment to its members
or their dependents of life, sick, acci-
dent, or other benefits.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7061, 35 FR 14770, Sept. 23,
1970]

§ 1.501(c)(9)–1 Voluntary employees’
beneficiary associations, in general.

To be described in section 501(c)(9) an
organization must meet all of the fol-
lowing requirements:

(a) The organization is an employees’
association,

(b) Membership in the association is
voluntary,

(c) The organization provides for the
payment of life, sick, accident, or
other benefits to its members or their
dependents or designated beneficiaries,
and substantially all of its operations
are in furtherance of providing such
benefits, and

(d) No part of the net earnings of the
organization inures, other than by pay-
ment of the benefits referred to in
paragraph (c) of this section, to the
benefit of any private shareholder or
individual.

[T.D. 7750, 45 FR 1721, Jan. 7, 1981]

§ 1.501(c)(9)–2 Membership in a vol-
untary employees’ beneficiary asso-
ciation; employees; voluntary asso-
ciation of employees.

(a) Membership—(1) In general. The
membership of an organization de-
scribed in section 501(c)(9) must consist
of individuals who become entitled to
participate by reason of their being
employees and whose eligibility for
membership is defined by reference to
objective standards that constitute an
employment-related common bond
among such individuals. Typically,
those eligible for membership in an or-
ganization described in section 501(c)(9)
are defined by reference to a common
employer (or affiliated employers), to
coverage under one or more collective
bargaining agreements (with respect to
benefits provided by reason of such
agreement(s)), to membership in a
labor union, or to membership in one
or more locals of a national or inter-
national labor union. For example,
membership in an association might be
open to all employees of a particular
employer, or to employees in specified
job classifications working for certain
employers at specified locations and
who are entitled to benefits by reason
of one or more collective bargaining
agreements. In addition, employees of
one or more employers engaged in the
same line of business in the same geo-
graphic locale will be considered to
share an employment-related bond for
purposes of an organization through
which their employers provide benefits.
Employees of a labor union also will be
considered to share an employment-re-
lated common bond with members of
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the union, and employees of an associa-
tion will be considered to share an em-
ployment-related common bond with
members of the association. Whether a
group of individuals is defined by ref-
erence to a permissible standard or
standards is a question to be deter-
mined with regard to all the facts and
circumstances, taking into account the
guidelines set forth in this paragraph.
Exemption will not be denied merely
because the membership of an associa-
tion includes some individuals who are
not employees (within the meaning of
paragraph (b) of this section), provided
that such individuals share an employ-
ment-related bond with the employee-
members. Such individuals may in-
clude, for example, the proprietor of a
business whose employees are members
of the association. For purposes of the
preceding two sentences, an associa-
tion will be considered to be composed
of employees if 90 percent of the total
membership of the association on one
day of each quarter of the association’s
taxable year consists of employees
(within the meaning of paragraph (b) of
this section).

(2) Restrictions—(i) In general. Eligi-
bility for membership may be re-
stricted by geographic proximity, or by
objective conditions or limitations rea-
sonably related to employment, such
as a limitation to a reasonable classi-
fication of workers, a limitation based
on a reasonable minimum period of
service, a limitation based on max-
imum compensation, or a requirement
that a member be employed on a full-
time basis. Similarly, eligibility for
benefits may be restricted by objective
conditions relating to the type or
amount of benefits offered. Any objec-
tive criteria used to restrict eligibility
for membership or benefits may not,
however, be selected or administered in
a manner that limits membership or
benefits to officers, shareholders, or
highly compensated employees of an
employer contributing to or otherwise
funding the employees’ association.
Similarly, eligibility for benefits may
not be subject to conditions or limita-
tions that have the effect of entitling
officers, shareholders, or highly com-
pensated employees of an employer
contributing to or otherwise funding
the employees’ association to benefits

that are disproportionate in relation to
benefits to which other members of the
association are entitled. See
§ 1.501(c)(9)–4(b). Whether the selection
or administration of objective condi-
tions has the effect of providing dis-
proportionate benefits to officers,
shareholders, or highly compensated
employees generally is to be deter-
mined on the basis of all the facts and
circumstances.

(ii) Generally permissible restrictions or
conditions. In general the following re-
strictions will not be considered to be
inconsistent with § 1.501(c)(9)–2(a)(2)(i)
or § 1.501(c)(9)–4(b):

(A) In the case of an employer-funded
organization, a provision that excludes
or has the effect of excluding from
membership in the organization or par-
ticipation in a particular benefit plan
employees who are members of another
organization or covered by a different
plan, funded or contributed to by the
employer, to the extent that such
other organization or plan offers simi-
lar benefits on comparable terms to the
excluded employees.

(B) In the case of an employer fund-
ed-organization, a provision that ex-
cludes from membership, or limits the
type or amount of benefits provided to,
individuals who are included in a unit
of employees covered by an agreement
which the Secretary of Labor finds to
be a collective bargaining agreement
between employee representatives and
one or more employers, if there is evi-
dence that the benefit or benefits pro-
vided by the organization were the sub-
ject of good faith bargaining between
such employee representatives and
such employer or employers.

(C) Restrictions or conditions on eli-
gibility for membership or benefits
that are determined through collective
bargaining, by trustees designated pur-
suant to a collective bargaining agree-
ment, or by the collective bargaining
agents of the members of an associa-
tion or trustees named by such agent
or agents.

(D) The allowance of benefits only on
condition that a member or recipient
contribute to the cost of such benefits,
or the allowance of different benefits
based solely on differences in contribu-
tions, provided that those making
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equal contributions are entitled to
comparable benefits.

(E) A requirement that a member (or
a member’s dependents) meet a reason-
able health standard related to eligi-
bility for a particular benefit.

(F) The provision of life benefits in
amounts that are a uniform percentage
of the compensation received by the in-
dividual whose life is covered.

(G) The provision of benefits in the
nature of wage replacement in the
event of disability in amounts that are
a uniform percentage of the compensa-
tion of the covered individuals (either
before or after taking into account any
disability benefits provided through so-
cial security or any similar plan pro-
viding for wage replacement in the
event of disability).

(3) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. Pursuant to a collective bar-
gaining agreement entered into by X Cor-
poration and W, a labor union which rep-
resents all of X Corporation’s hourly-paid
employees, the X Corporation Union Benefit
Plan is established to provide life insurance
benefits to employees of X represented by W.
The Plan is funded by contributions from X,
and is jointly administered by X and W. In
order to provide its non-unionized employees
with comparable life insurance benefits, X
also establishes and funds the X Corporation
Life Insurance Trust. The Trust will not be
ineligible for exemption as an organization
described in section 501(c)(9) solely because
membership is restricted to those employees
of X who are not members of W.

Example 2. The facts are the same as in Ex-
ample 1 except that the life insurance ben-
efit provided to the non-unionized employees
of X differs from the life insurance benefit
provided to the unionized employees of X
pursuant to the collective bargaining agree-
ment. The trust will not be ineligible for ex-
emption as an organization described in sec-
tion 501(c)(9) solely because the life insur-
ance benefit provided to X’s nonunionized
employees is not same as the life insurance
benefit provided to X’s unionized employees.

Example 3. S corporation established a plan
to provide health benefits to all its employ-
ees. In accordance with the provisions of the
plan each employee may secure insurance
coverage by making an election under which
the employee agrees to contribute periodi-
cally to the plan an amount which is deter-
mined solely by whether the employee elects
a high option coverage or a low option cov-
erage and on whether the employee is un-
married or has a family. As an alternative,

the employee may elect high or low options,
self only or self and family, coverage
through a local prepaid group medical plan.
The contributions required of those electing
the prepaid group medical plan also vary
with the type of coverage selected, and differ
from those required of employees electing in-
surance. The difference between the amount
contributed by employees electing the var-
ious coverages and the actual cost of pur-
chasing the coverage is made up through
contributions by S to the plan, and under the
plan, S provides approximately the same
proportion of the cost for each coverage. To
fund the plan, S established an arrangement
in the nature of a trust under applicable
local law and contributes all employee con-
tributions, and all amounts which by the
terms of the plan it is required to contribute,
to the trust. The terms of the plan do not
provide for disproportionate benefits to the
employees of S and will not be considered in-
consistent with § 1.501(c)(9)–2(a)(2)(i).

Example 4. The facts are the same as in Ex-
ample 3 except that, for those employees or
former employees covered by Medicare, the
plan provides a distinct coverage which sup-
plements Medicare benefits. Eligibility for
Medicare is an objective condition relating
to a type of benefit offered, and the provision
of separate coverage for those eligible for
Medicare will not be considered inconsistent
with § 1.501(c)(9)–2(a)(2)(i).

(b) Meaning of employee. Whether an
individual is an employee is determined
by reference to the legal and bona fide
relationship of employer and employee.
The term employee includes the fol-
lowing:

(1) An individual who is considered
an employee:

(i) For employment tax purposes
under subtitle C of the Internal Rev-
enue Code and the regulations there-
under, or

(ii) For purposes of a collective bar-
gaining agreement,

whether or not the individual could
qualify as an employee under applica-
ble common law rules. This would in-
clude any person who is considered an
employee for purposes of the Labor
Management Relations Act of 1947, 61
Stat. 136, as amended, 29 U.S.C. 141
(1979).

(2) An individual who became enti-
tled to membership in the association
by reason of being or having been an
employee. Thus, an individual who
would otherwise qualify under this
paragraph will continue to qualify as
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an employee even though such indi-
vidual is on leave of absence, works
temporarily for another employer or as
an independent contractor, or has been
terminated by reason of retirement,
disability or layoff. For example, an in-
dividual who in the normal course of
employment is employed intermit-
tently by more than one employer in
an industry characterized by short-
term employment by several different
employers will not, by reason of tem-
porary unemployment, cease to be an
employee within the meaning of this
paragraph.

(3) The surviving spouse and depend-
ents of an employee (if, for purposes of
the 90-percent test of § 1.501(c)(9)–2(a)(1)
they are considered to be members of
the association).

(c) Description of voluntary association
of employees—(1) Association. To be de-
scribed in section 501(c)(9) and this sec-
tion there must be an entity, such as a
corporation or trust established under
applicable local law, having an exist-
ence independent of the member-em-
ployees or their employer.

(2) Voluntary. Generally, membership
in an association is voluntary if an af-
firmative act is required on the part of
an employee to become a member rath-
er than the designation as a member
due to employee status. However, an
association shall be considered vol-
untary although membership is re-
quired of all employees, provided that
the employees do not incur a detriment
(for example, in the form of deductions
from pay) as the result of membership
in the association. An employer is not
deemed to have imposed involuntary
membership on the employee if mem-
bership is required as the result of a
collective bargaining agreement or as
an incident of membership in a labor
organization.

(3) Of employees. To be described in
this section, an organization must be
controlled—

(i) By its membership,
(ii) By independent trustee(s) (such

as a bank), or
(iii) By trustees or other fiduciaries

at least some of whom are designated
by, or on behalf of, the membership.
Whether control by or on behalf of the
membership exists is a question to be
determined with regard to all of the

facts and circumstances, but generally
such control will be deemed to be
present when the membership (either
directly or through its representative)
elects, appoints or otherwise des-
ignates a person or persons to serve as
chief operating officer(s), adminis-
trator(s), or trustee(s) of the organiza-
tion. For purposes of this paragraph an
organization will be considered to be
controlled by independent trustees if it
is an employee welfare benefit plan, as
defined in section 3(1) of the Employee
Retirement Income Security Act of
1974 (ERISA), and, as such, is subject to
the requirements of parts 1 and 4 of
subtitle B, title I of ERISA. Similarly,
a plan will be considered to be con-
trolled by its membership if it is con-
trolled by one or more trustees des-
ignated pursuant to a collective bar-
gaining agreement (whether or not the
bargaining agent of the represented
employees bargained for and obtained
the right to participate in selecting the
trustees).

(4) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. X, a labor union, represents all
the hourly-paid employees of Y Corporation.
A health insurance benefit plan was estab-
lished by X and Y as the result of a collec-
tive bargaining agreement entered into by
them. The plan established the terms and
conditions of membership in, and the bene-
fits to be provided by, the plan. In accord-
ance with the terms of the agreement, Y Cor-
poration is obligated to establish a trust
fund and make contributions thereto at spec-
ified rates. The trustees, some of whom are
designated by X and some by Y, are author-
ized to hold and invest the assets of the trust
and to make payments on instructions
issued by Y Corporation in accordance with
the conditions contained in the plan. The
interdependent benefit plan agreement and
trust indenture together create a voluntary
employees’ beneficiary association over
which the employees posses the requisite
control through the trustees designated by
their representative, X.

Example 2. Z Corporation unilaterally es-
tablished an educational benefit plan for its
employees. The purpose of the plan is to pro-
vide payments for job-related educational or
training courses, such as apprenticeship
training programs, for Z Corporation em-
ployees, according to objective criteria set
forth in the plan. Z establishes a separate
bank account which it uses to fund payments
to the plan. Contributions to the account are
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to be made at the discretion of and solely by
Z Corporation, which also administers the
plan and retains control over the assets in
the fund. Z Corporation’s educational benefit
plan and the related account do not con-
stitute an association having an existence
independent of Z Corporation and therefore
do not constitute a voluntary employees’
beneficiary association.

Example 3. A, an individual, is the incorpo-
rator and chief operating officer of Lawyers’
Beneficiary Association (LBA). LBA is en-
gaged in the business of providing medical
benefits to members of the Association and
their families. Membership is open only to
practicing lawyers located in a particular
metropolitan area who are neither self-em-
ployed nor partners in a law firm. Member-
ship in LBA is solicited by insurance agents
under the control of X Corporation (owned
by A) which, by contract with LBA, is the
exclusive sales agent. Medical benefits are
paid from a trust account containing peri-
odic contributions paid by the members, to-
gether with proceeds from the investment of
those contributions. Contribution and ben-
efit levels are set by LBA. The members of
LBA do not hold meetings, have no right to
elect officers or directors of the Association,
and no right to replace trustees. Collec-
tively, the subscribers for medical benefits
from LBA cannot be said to control the asso-
ciation and membership is neither more than
nor different from the purchase of an insur-
ance policy from a stock insurance company.
LBA is not a voluntary employees’ bene-
ficiary association.

Example 4. U corporation unilaterally es-
tablished a plan to provide benefits to its
employees. In accordance with the provisions
of the plan, each employee may secure insur-
ance or benefit coverage by making an elec-
tion under which the employee agrees to
contribute to the plan an amount which is
determined solely by whether the employee
elects a high option coverage or a low option
coverage and on whether the employee elects
self only or self and family coverage. The dif-
ference between the amount contributed by
employees electing the various coverages
and the actual cost of the coverage is made
up through contributions by U to the plan.
To fund the plan, U established an arrange-
ment in the nature of a trust under applica-
ble local law and contributed all employee
contributions, and all amounts which by the
term of the plan it was required to provide to
the plan, to the trust. The trust constitutes
an employee welfare benefit plan within the
meaning of, and subject to relevant require-
ments of, ERISA. It will be considered to
meet the requirements of § 1.501(c)(9)–2(c)(3).

[T.D. 7750, 46 FR 1723, Jan. 7, 1981]

§ 1.501(c)(9)–3 Voluntary employees’
beneficiary associations; life, sick,
accident, or other benefits.

(a) In general. The life, sick, accident,
or other benefits provided by a vol-
untary employees’ beneficiary associa-
tion must be payable to its members,
their dependents, or their designated
beneficiaries. For purposes of section
501(c)(9), dependent means the mem-
ber’s spouse; any child of the member
or the member’s spouse who is a minor
or a student (within the meaning of
section 151(e)(4)); any other minor child
residing with the member; and any
other individual who an association,
relying on information furnished to it
by a member, in good faith believes is
a person described in section 152(a).
Life, sick, accident, or other benefits
may take the form of cash or noncash
benefits. A voluntary employees’ bene-
ficiary association is not operated for
the purpose of providing life, sick, acci-
dent, or other benefits unless substan-
tially all of its operations are in fur-
therance of the provision of such bene-
fits. Further, an organization is not de-
scribed in this section if it systemati-
cally and knowingly provides benefits
(of more than a de minimis amount)
that are not permitted by paragraphs
(b), (c), (d), or (e) of this section.

(b) Life benefits. The term life benefits
means a benefit (including a burial
benefit or a wreath) payable by reason
of the death of a member or dependent.
A life benefit may be provided directly
or through insurance. It generally
must consist of current protection, but
also may include a right to convert to
individual coverage on termination of
eligibility for coverage through the as-
sociation, or a permanent benefit as de-
fined in, and subject to the conditions
in, the regulations under section 79. A
life benefit also includes the benefit pro-
vided under any life insurance contract
purchased directly from an employee-
funded association by a member or pro-
vided by such an association to a mem-
ber. The term life benefit does not in-
clude a pension, annuity or similar
benefit, except that a benefit payable
by reason of the death of an insured
may be settled in the form of an annu-
ity to the beneficiary in lieu of a lump-
sum death benefit (whether or not the
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contract provides for settlement in a
lump sum).

(c) Sick and accident benefits. The
term sick and accident benefits means
amounts furnished to or on behalf of a
member or a member’s dependents in
the event of illness or personal injury
to a member or dependent. Such bene-
fits may be provided through reim-
bursement to a member or a member’s
dependents for amounts expended be-
cause of illness or personal injury, or
through the payment of premiums to a
medical benefit or health insurance
program. Similarly, a sick and acci-
dent benefit includes an amount paid
to a member in lieu of income during a
period in which the member is unable
to work due to sickness or injury. Sick
benefits also include benefits designed
to safeguard or improve the health of
members and their dependents. Sick
and accident benefits may be provided
directly by an association to or on be-
half of members and their dependents,
or may be provided indirectly by an as-
sociation through the payment of pre-
miums or fees to an insurance com-
pany, medical clinic, or other program
under which members and their de-
pendents are entitled to medical serv-
ices or to other sick and accident bene-
fits. Sick and accident benefits may
also be furnished in noncash form, such
as, for example, benefits in the nature
of clinical care services by visiting
nurses, and transportation furnished
for medical care.

(d) Other benefits. The term other ben-
efits includes only benefits that are
similar to life, sick, or accident bene-
fits. A benefit is similar to a life, sick,
or accident benefit if:

(1) It is intended to safeguard or im-
prove the health of a member or a
member’s dependents, or

(2) It protects against a contingency
that interrupts or impairs a member’s
earning power.

(e) Examples of other benefits. Paying
vacation benefits, providing vacation
facilities, reimbursing vacation ex-
penses, and subsidizing recreational ac-
tivities such as athletic leagues are
considered other benefits. The provision
of child-care facilities for preschool
and school-age dependents are also con-
sidered other benefits. The provision of
job readjustment allowances, income

maintenance payments in the event of
economic dislocation, temporary living
expense loans and grants at times of
disaster (such as fire or flood), supple-
mental unemployment compensation
benefits (as defined in section
501(c)(17)(D)(i) of the Code), severance
benefits (under a severance pay plan
within the meaning of 29 CFR 2510.3–
2(b)) and education or training benefits
or courses (such as apprentice training
programs) for members, are considered
other benefits because they protect
against a contingency that interrupts
earning power. Personal legal service
benefits which consist of payments or
credits to one or more organizations or
trusts described in section 501(c)(20) are
considered other benefits. Except to the
extent otherwise provided in these reg-
ulations, as amended from time to
time, other benefits also include any
benefit provided in the manner per-
mitted by paragraphs (5) et seq. of sec-
tion 302(c) of the Labor Management
Relations Act of 1947, 61 Stat. 136, as
amended, 29 U.S.C. 186(c) (1979).

(f) Examples of nonqualifying benefits.
Benefits that are not described in para-
graphs (d) or (e) of this section are not
other benefits. Thus, other benefits do
not include the payment of commuting
expenses, such as bridge tolls or train
fares, the provision of accident or
homeowner’s insurance benefits for
damage to property, the provision of
malpractice insurance, or the provision
of loans to members except in times of
distress (as permitted by § 1.501(c)(9)–
3(e)). Other benefits also do not include
the provision of savings facilities for
members. The term other benefits does
not include any benefit that is similar
to a pension or annuity payable at the
time of mandatory or voluntary retire-
ment, or a benefit that is similar to the
benefit provided under a stock bonus or
profit-sharing plan. For purposes of
section 501(c)(9) and these regulations,
a benefit will be considered similar to
that provided under a pension, annuity,
stock bonus or profit-sharing plan if it
provides for deferred compensation
that becomes payable by reason of the
passage of time, rather than as the re-
sult of an unanticipated event. Thus,
for example, supplemental unemploy-
ment benefits, which generally become
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payable by reason of unanticipated lay-
off, are not, for purposes of these regu-
lations, considered similar to the ben-
efit provided under a pension, annuity,
stock bonus or profit-sharing plan.

(g) Examples. The provisions of this
section may be further illustrated by
the following examples:

Example 1. V was organized in connection
with a vacation plan created pursuant to a
collective bargaining agreement between M,
a labor union, which represents certain hour-
ly paid employees of T corporation, and T.
The agreement calls for the payment by T to
V of a specified sum per hour worked by T
employees who are covered by the collective
bargaining agreement. T includes the
amounts in the covered employees’ wages
and withholds income and FICA taxes. The
amounts are paid by T to V to provide vaca-
tion benefits provided under the collective
bargaining agreement. Generally, each cov-
ered employee receives a check in payment
of his or her vacation benefit during the year
following the year in which contributions
were made by T to V. The amount of the va-
cation benefit is determined by reference to
the contributions during the prior year to V
by T on behalf of each employee, and is dis-
tributed in cash to each such employee. If
the earnings on investments by V during the
year preceding distribution are sufficient
after deducting the expenses of admin-
istering the plan, each recipient of a vaca-
tion benefit is paid an amount, in addition to
the contributions on his or her behalf, equal
to his/her ratable share of the net earnings of
V during such year. The plan provides a va-
cation benefit that constitutes an eligible
other benefit described in section 501(c)(9) and
§ 1.501(c)(9)–3(e).

Example 2. The facts are the same as in Ex-
ample 1, except that each covered employee
of T is entitled, at his or her discretion, to
contribute up to an additional $1,000 each
year to V, which agrees in respect of such
sum to pay interest at a stated rate from the
time of contribution until the time at which
the contributing employee’s vacation benefit
is distributed. In addition, each employee
may elect to leave all or a portion of his/her
distributable benefit on deposit past the
time of distribution, in which case interest
will continue to accrue. Because the plan
more closely resembles a savings arrange-
ment than a vacation plan, the benefit pay-
able to the covered employees of T is not a
vacation benefit and is not an eligible other
benefit described in section 501(c)(9) and
§ 1.501(c)(9)–3 (d) or (e).

[T.D. 7750, 46 FR 1724, Jan. 7, 1981]

§ 1.501(c)(9)–4 Voluntary employees’
beneficiary associations; inurement.

(a) General rule. No part of the net
earnings of an employees’ association
may inure to the benefit of any private
shareholder or individual other than
through the payment of benefits per-
mitted by § 1.501(c)(9)–3. The disposition
of property to, or the performance of
services for, a person for less than the
greater of fair market value or cost (in-
cluding indirect costs) to the associa-
tion, other than as a life, sick, accident
or other permissible benefit, con-
stitutes prohibited inurement. Gen-
erally, the payment of unreasonable
compensation to the trustees or em-
ployees of the association, or the pur-
chase of insurance or services for
amounts in excess of their fair market
value from a company in which one or
more of the association’s trustees, offi-
cers or fiduciaries has an interest, will
constitute prohibited inurement.
Whether prohibited inurement has oc-
curred is a question to be determined
with regard to all of the facts and cir-
cumstances, taking into account the
guidelines set forth in this section. The
guidelines and examples contained in
this section are not an exhaustive list
of the activities that may constitute
prohibited inurement, or the persons to
whom the association’s earnings could
impermissibly inure. See § 1.501(a)–1(c).

(b) Disproportionate benefits. For pur-
poses of subsection (a), the payment to
any member of disproportionate bene-
fits, where such payment is not pursu-
ant to objective and nondiscriminatory
standards, will not be considered a ben-
efit within the meaning of § 1.501(c)(9)–
3 even though the benefit otherwise is
one of the type permitted by that sec-
tion. For example, the payment to
highly compensated personnel of bene-
fits that are disproportionate in rela-
tion to benefits received by other mem-
bers of the association will constitute
prohibited inurement. Also, the pay-
ment to similarly situated employees
of benefits that differ in kind or
amount will constitute prohibited
inurement unless the difference can be
justified on the basis of objective and
reasonable standards adopted by the
association or on the basis of standards
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adopted pursuant to the terms of a col-
lective bargaining agreement. In gen-
eral, benefits paid pursuant to stand-
ards or subject to conditions that do
not provide for disproportionate bene-
fits to officers, shareholders, or highly
compensated employees will not be
considered disproportionate. See
§ 1.501(c)(9)–2(a) (2) and (3).

(c) Rebates. The rebate of excess in-
surance premiums, based on the mor-
tality or morbidity experience of the
insurer to which the premiums were
paid, to the person or persons whose
contributions were applied to such pre-
miums, does not constitute prohibited
inurement. A voluntary employees’
beneficiary association may also make
administrative adjustments strictly in-
cidental to the provision of benefits to
its members.

(d) Termination of plan or dissolution of
association. It will not constitute pro-
hibited inurement if, on termination of
a plan established by an employer and
funded through an association de-
scribed in section 501(c)(9), any assets
remaining in the association, after sat-
isfaction of all liabilities to existing
beneficiaries of the plan, are applied to
provide, either directly or through the
purchase of insurance, life, sick, acci-
dent or other benefits within the mean-
ing of § 1.501(c)(9)–3 pursuant to criteria
that do not provide for dispropor-
tionate benefits to officers, share-
holders, or highly compensated em-
ployees of the employer. See
§ 1.501(c)(9)–2(a)(2). Similarly, a dis-
tribution to members upon the dissolu-
tion of the association will not con-
stitute prohibited inurement if the
amount distributed to members are de-
termined pursuant to to the terms of a
collective bargaining agreement or on
the basis of objective and reasonable
standards which do not result in either
unequal payments to similarly situated
members or in disproportionate pay-
ments to officers, shareholders, or
highly compensated employees of an
employer contributing to or otherwise
funding the employees’ association.
Except as otherwise provided in the
first sentence of this paragraph, if the
association’s corporate charter, arti-
cles of association, trust instrument,
or other written instrument by which
the association was created, as amend-

ed from time to time, provides that on
dissolution its assets will be distrib-
uted to its members’ contributing em-
ployers, or if in the absence of such
provision the law of the state in which
the association was created provides
for such distribution to the contrib-
uting employers, the association is not
described in section 501(c)(9).

(e) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. Employees A, B and C, members
of the X voluntary employees’ beneficiary
association, are unemployed. They receive
unemployment benefits from X. Those to A
include an amount in addition to those pro-
vided to B and C, to provide for A’s retrain-
ing. B has been found pursuant to objective
and reasonable standards not to qualify for
the retraining program. C, although eligible
for retraining benefits has declined. X’s addi-
tional payment to A for retraining does not
constitute prohibited inurement.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§ 1.501(c)(9)–5 Voluntary employees’
beneficiary associations; record-
keeping requirements.

(a) Records. In addition to such other
records which may be required (for ex-
ample, by section 512(a)(3) and the reg-
ulations thereunder), every organiza-
tion described in section 501(c)(9) must
maintain records indicating the
amount contributed by each member
and contributing employer, and the
amount and type of benefits paid by
the organization to or on behalf of each
member.

(b) Cross reference. For provisions re-
lating to annual information returns
with respect to payments, see section
6041 and the regulations thereunder.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§ 1.501(c)(9)–6 Voluntary employees’
beneficiary associations; benefits
includible in gross income.

(a) In general. Cash and noncash bene-
fits realized by a person on account of
the activities of an organization de-
scribed in section 501(c)(9) shall be in-
cluded in gross income to the extent
provided in the Internal Revenue Code
of 1954, including, but not limited to,
sections 61, 72, 101, 104 and 105 of the
Code and regulations thereunder.

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00026 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



27

Internal Revenue Service, Treasury § 1.501(c)(10)–1

(b) Availability of statutory exclusions
from gross income. The availability of
any statutory exclusion from gross in-
come with respect to contributions to,
or the payment of benefits from, an or-
ganization described in section 501(c)(9)
is determined by the statutory provi-
sion conferring the exclusion, and the
regulations and rulings thereunder, not
by whether an individual is eligible for
membership in the organization or by
the permissibility of the benefit paid.
Thus, for example, if a benefit is paid
by an employer-funded organization
described in section 501(c)(9) to a mem-
ber who is not an employee, a statutory
exclusion from gross income that is
available only for employees would be
unavailable in the case of a benefit
paid to such individual. Similarly, the
fact that, for example, under some cir-
cumstances educational benefits con-
stitute other benefits does not of itself
mean that such benefits are eligible for
the exclusion of either section 117 or
section 127 of the Code.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§ 1.501(c)(9)–7 Voluntary employees’
beneficiary associations; section
3(4) of ERISA.

The term voluntary employees’ bene-
ficiary association in section 501(c)(9) of
the Internal Revenue Code is not nec-
essarily coextensive with the term em-
ployees’ beneficiary association as used
in section 3(4) of the Employee Retire-
ment Income Security Act of 1974
(ERISA), 29 U.S.C. 1002(4), and the re-
quirements which an organization
must meet to be an employees’ bene-
ficiary association within the meaning
of section 3(4) of ERISA are not nec-
essarily identical to the requirements
that an organization must meet in
order to be a voluntary employees’ bene-
ficiary association within the meaning
of section 501(c)(9) of the Code.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§ 1.501(c)(9)–8 Voluntary employees’
beneficiary associations; effective
date.

(a) General rule. Except as otherwise
provided in this section, the provisions
of §§ 1.501(c)(9)–1 through 1.501(c)(9)–7
shall apply with respect to taxable
years beginning after December 31,
1954.

(b) Pre-1970 taxable years. For taxable
years beginning before January 1, 1970,
section 501(c)(9)(B) (relating to the re-
quirement that 85 percent or more of
the association’s income consist of
amounts collected from members and
contributed by employers), as in effect
for such years, shall apply.

(c) Existing associations. Except as
otherwise provided in paragraph (d),
the provisions of § 1.501(c)(9)–2(a)(1) and
(c)(3) shall apply with respect to tax-
able years beginning after December 31,
1980.

(d) Collectively-bargained plans. In the
case of a voluntary employees’ bene-
ficiary association which receives con-
tributions from one or more employers
pursuant to one or more collective bar-
gaining agreements in effect on Decem-
ber 31, 1980, the provisions of
§§ 1.501(c)(9)–1 through 1.501(c)(9)–5 shall
apply with respect to taxable years be-
ginning after the date on which the
agreement terminates (determined
without regard to any extension there-
of agreed to after December 31, 1980).

(e) Election. Notwithstanding para-
graphs (c) and (d) of this section, an or-
ganization may choose to be subject to
all or a portion of one or more of the
provisions of these regulations for any
taxable year beginning after December
31, 1954.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981; 46 FR
11971, Feb. 12, 1981]

§ 1.501(c)(10)–1 Certain fraternal bene-
ficiary societies.

(a) For taxable years beginning after
December 31, 1969, an organization will
qualify for exemption under section
501(c)(10) if it:

(1) Is a domestic fraternal beneficiary
society order, or association, described
in section 501(c)(8) and the regulations
thereunder except that it does not pro-
vide for the payment of life, sick, acci-
dent, or other benefits to its members,
and

(2) Devotes its net earnings exclu-
sively to religious, charitable, sci-
entific, literary, educational, and fra-
ternal purposes.
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Any organization described in section
501(c)(7), such as, for example, a na-
tional college fraternity, is not de-
scribed in section 501(c)(10) and this
section.

[T.D. 7172, 37 FR 5618, Mar. 17, 1972]

§ 1.501(c)(12)–1 Local benevolent life
insurance associations, mutual irri-
gation and telephone companies,
and like organizations.

(a) An organization described in sec-
tion 501(c)(12) must receive at least 85
percent of its income from amounts
collected from members for the sole
purpose of meeting losses and expenses.
If an organization issues policies for
stipulated cash premiums, or if it re-
quires advance deposits to cover the
cost of the insurance and maintains in-
vestments from which more than 15
percent of its income is derived, it is
not entitled to exemption. On the other
hand, an organization may be entitled
to exemption, although it makes ad-
vance assessments for the sole purpose
of meeting future losses and expenses,
provided that the balance of such as-
sessments remaining on hand at the
end of the year is retained to meet
losses and expenses or is returned to
members.

(b) The phrase of a purely local char-
acter applies to benevolent life insur-
ance associations, and not to the other
organizations specified in section
501(c)(12). It also applies to any organi-
zation seeking exemption on the
ground that it is an organization simi-
lar to a benevolent life insurance asso-
ciation. An organization of a purely
local character is one whose business
activities are confined to a particular
community, place, or district, irrespec-
tive, however, of political subdivisions.
If the activities of an organization are
limited only by the borders of a State
it cannot be considered to be purely
local in character.

(c) For taxable years of a mutual or
cooperative telephone company begin-
ning after December 31, 1974, the 85 per-
cent member-income test described in
paragraph (a) of this section is applied
without taking into account income re-
ceived or accrued from another tele-
phone company for the performance of
communication services involving the
completion of long distance calls to,

from, or between members of the mu-
tual or cooperative telephone com-
pany. For example, if, in one year, a
cooperative telephone company re-
ceives $85x from its members for tele-
phone calls, $15x as interest income,
and $20x as credits under long distance
interconnection agreements with other
telephone companies for the perform-
ance of communication services involv-
ing the completion of long distance
calls to, from, or between the coopera-
tive’s members (whether or not the
credits may be offset, in whole or in
part, by amounts due the other compa-
nies under the interconnection agree-
ments), the member-income fraction is
calculated without taking into ac-
count, either in the numerator or de-
nominator, the $20x credits received
from the other telephone companies. In
this example, the 85 percent member-
income test is satisfied because at
least 85 percent

member income

total income
=

+
= =85

85 15

85

100
85%

x

x x

of the cooperative’s total income is de-
rived from member income.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended at 44 FR
59523, Oct. 16, 1979]

§ 1.501(c)(13)–1 Cemetery companies
and crematoria.

(a) Nonprofit mutual cemetery compa-
nies. A nonprofit cemetery company
may be entitled to exemption if it is
owned by and operated exclusively for
the benefit of its lot owners who hold
such lots for bona fide burial purposes
and not for the purpose of fesale. A mu-
tual cemetery company which also en-
gages in charitable activities, such as
burial of paupers, will be regarded as
operating in conformity with this
standard. Further, the fact that a mu-
tual cemetery company limits its
membership to a particular class of in-
dividuals, such as members of a family,
will not affect its status as mutual so
long as all the other requirements of
section 501(c)(13) are met.

(b) Nonprofit cemetery companies and
crematoria. Any nonprofit corporation,
chartered solely for the purpose of the
burial, or (for taxable years beginning
after December 31, 1970) the cremation
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of bodies, and not permitted by its
charter to engage in any business not
necessarily incident to that purpose, is
exempt from income tax, provided that
no part of its net earnings inures to the
benefit of any private shareholder or
individual.

(c) Preferred stock—(1) In general. Ex-
cept as provided in subparagraph (3) of
this paragraph, a cemetery company or
crematorium is not described in sec-
tion 501(c)(13) if it issues preferred
stock on or after November 28, 1978.

(2) Transitional rule for preferred stock
issued prior to November 28, 1978. In the
case of preferred stock issued prior to
November 28, 1978, a cemetery company
or crematorium which issued such
stock shall not fail to be exempt from
income tax solely because it issued pre-
ferred stock which entitled the holders
to dividends at a fixed rate, not exceed-
ing the legal rage of interest in the
State of incorporation or 8 percent per
annum, whichever is greater, on the
value of the consideration for which
the stock was issued, if its articles of
incorporation require:

(i) That the preferred stock be retired
at par as rapidly as funds therefor be-
come available from operations, and

(ii) That all funds not required for
the payment of dividends upon or for
the retirement of preferred stock be
used by the company for the care and
inprovement of the cemetery property.
The term legal rate of interest shall
mean the rate of interest prescribed by
law in the State of incorporation which
prevails in the absence of an agreement
between contracting parties fixing a
rate.

(3) Transitional rule for preferred stock
issued on or after November 28, 1978. In
the case of preferred stok issued on or
after November 28, 1978, a cemetery
company or crematorium shall not fail
to be exempt from income tax if its ar-
ticles of incorporation and the pre-
ferred stock meet the requirements of
paragraph (c)(2) and if such stock is
issued pursuant to a plan which has
been reduced to writing and adopted
prior to November 28, 1978. The adop-
tion of the plan must be shown by the
acts of the duly constituted responsible
officers and appear upon the official
records of the cemetery company or
crematorium.

(d) Sales to exempt cemetery companies
and crematoria. Except as provided in
paragraph (c)(2) or (c)(3) of this section
(relating to transitional rules for pre-
ferred stock), no person may have any
interest in the net earnings of a tax-ex-
empt cemetery company or cremato-
rium. Thus, a cemetery company or
crematorium is not exempt from tax if
property is transferred to such organi-
zation in exchange for an interest in
the net earnings of the organization so
long as such interest remains out-
standing. An interest in a cemetery
company or crematorium that con-
stitutes an equity interest within the
meaning of section 385 will be consid-
ered an interest in the net earnings of
the cemetery. However, an interest in a
cemetery company or crematorium
that does not constitute an equity in-
terest within the meaning of section
385 may nevertheless constitute an in-
terest in the net earning of the organi-
zation. Thus, for example, a bond or
other evidence of indebtedness issued
by a cemetery company or cremato-
rium which provides for a fixed rate of
interest but which, in addition, pro-
vides for additional interest payments
contingent upon the revenues or in-
come of the organization is considered
an interest in the net earnings of the
organization. Similarly, a convertible
debt obligation issued by a cemetery
company or crematorium after July 7,
1975, is considered an interest in the
net earnings of the organization.

[T.D. 7698, 45 FR 33972, May 21, 1980]

§ 1.501(c)(14)–1 Credit unions and mu-
tual insurance funds.

Credit unions (other than Federal
credit unions described in section
501(c)(1)) without capital stock, orga-
nized and operated for mutual purposes
and without profit, are exempt from
tax under section 501(a). Corporations
or associations without capital stock
organized before September 1, 1951 and
operated for mutual purposes and with-
out profit for the purpose of providing
reserve funds for, and insurance of,
shares or deposits in:

(a) Domestic building and loan asso-
ciations as defined in section
7701(a)(19),
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(b) Cooperative banks without cap-
ital stock organized and operated for
mutual purposes and without profit, or

(c) Mutual savings banks not having
capital stock represented by shares,
are also exempt from tax under section
501(a). In addition, corporations or as-
sociations of the type described in the
preceding sentence which were orga-
nized on or after September 1, 1951, but
before September 1, 1957, are exempt
from tax under section 501(a) for tax-
able years beginning after December 31,
1959.

[T.D. 6493, 25 FR 9219, Sept. 27, 1960]

§ 1.501(c)(15)–1 Mutual insurance com-
panies or associations.

(a) Taxable years beginning after De-
cember 31, 1962. An insurance company
or association described in section
501(c)(15) is exempt under section 501(a)
if it is a mutual company or associa-
tion (other than life or marine) or if it
is a mutual interinsurer or reciprocal
underwriter (other than life or marine)
and if the gross amount received dur-
ing the taxable year from the sum of
the following items does not exceed
$150,000:

(1) The gross amount of income dur-
ing the taxable year from:

(i) Interest (including tax-exempt in-
terest and partially tax-exempt inter-
est), as described in § 1.61–7. Interest
shall be adjusted for amortization of
premium and accrual of discount in ac-
cordance with the rules prescribed in
section 822(d)(2) and the regulations
thereunder.

(ii) Dividends, as described in § 1.61–9.
(iii) Rents and royalties, as described

in § 1.61–8.
(iv) The entering into of any lease,

mortgage, or other instrument or
agreement from which the company
may derive interest, rents, or royalties.

(v) The alteration or termination of
any instrument or agreement described
in subdivision (iv) of this subpara-
graph.

(2) The gross income from any trade
or business (other than an insurance
business) carried on by the company or
association, or by a partnership of
which the company or association is a
partner.

(3) Premiums (including deposits and
assessments).

(b) Taxable years beginning after De-
cember 31, 1954, and before January 1,
1963. An insurance company or associa-
tion described in section 501(c)(15) and
paragraph (a) of this section is exempt
under section 501(a) if the gross
amount received during the taxable
year from the sum of the items de-
scribed in paragraph (a) (1), (2), and (3)
of this section does not exceed $75,000.

(c) No double inclusion of income. In
computing the gross income from any
trade or business (other than an insur-
ance business) carried on by the com-
pany or association, or by a partner-
ship of which the company or associa-
tion is a partner, any item described in
section 822(b)(1) (A), (B), or (C) and
paragraph (a)(1) of this section shall
not be considered as gross income aris-
ing from the conduct of such trade or
business, but shall be taken into ac-
count under section 822(b)(1) (A), (B), or
(C) and paragraph (a)(1) of this section.

(d) Taxable years beginning after De-
cember 31, 1953, and before January 1,
1955. An insurance company or associa-
tion described in section 501(c)(15) is
exempt under section 501(a) if it is a
mutual company or association (other
than life or marine) or if it is a mutual
interinsurer or reciprocal underwriter
(other than life or marine) and if the
gross amount received during the tax-
able year from the sum of the following
items does not exceed $75,000:

(1) The gross amount of income dur-
ing the taxable year from—

(i) Interest (including tax-exempt in-
terest and partially tax-exempt inter-
est), as described in § 1.61–7. Interest
shall be adjusted for amortization of
premium and accrual of discount in ac-
cordance with the rules prescribed in
section 822(d)(2) and § 1.822–3.

(ii) Dividends, as described in § 1.61–9.
(iii) Rents (but excluding royalties),

as described in § 1.61–8.
(2) Premiums (including deposits and

assessments).
(e) Exclusion of capital gains. Gains

from sales or exchanges of capital as-
sets to the extent provided in sub-
chapter P (section 1201 and following,
relating to capital gains and losses),
chapter 1 of the Code, shall be excluded
from the amounts described in this sec-
tion.

[T.D. 6662, 28 FR 6972, July 29, 1963]
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§ 1.501(c)(16)–1 Corporations organized
to finance crop operations.

A corporation organized by a farm-
ers’ cooperative marketing or pur-
chasing association, or the members
thereof, for the purpose of financing
the ordinary crop operations of such
members or other producers is exempt,
provided the marketing or purchasing
association is exempt under section 521
and the financing corporation is oper-
ated in conjunction with the mar-
keting or purchasing association. The
provisions of § 1.521–1 relating to a re-
serve or surplus and to capital stock
shall also apply to corporations coming
under this section.

§ 1.501(c)(17)–1 Supplemental unem-
ployment benefit trusts.

(a) Requirements for qualification. (1) A
supplemental unemployment benefit
trust may be exempt as an organiza-
tion described in section 501(c)(17) if
the requirements of subparagraphs (2)
through (6) of this paragraph are satis-
fied.

(2) The trust is a valid, existing trust
under local law and is evidenced by an
executed written document.

(3) The trust is part of a written plan
established and maintained by an em-
ployer, his employees, or both the em-
ployer and his employees, solely for the
purpose of providing supplemental un-
employment compensation benefits (as
defined in section 501(c)(17)(D) and
paragraph (b)(1) of § 1.501(c)(17)–1).

(4) The trust is part of a plan which
provides that the corpus and income of
the trust cannot (in the taxable year,
and at any time thereafter, before the
satisfaction of all liabilities to employ-
ees covered by the plan) be used for, or
diverted to, any purpose other than the
providing of supplemental unemploy-
ment compensation benefits. Thus, if
the plan provides for the payment of
any benefits other than supplemental
unemployment compensation benefits
as defined in paragraph (b) of this sec-
tion, the trust will not be entitled to
exemption as an organization described
in section 501(c)(17). However, the pay-
ment of any necessary or appropriate
expenses in connection with the admin-
istration of a plan providing supple-
mental unemployment compensation
benefits shall be considered a payment

to provide such benefits and shall not
affect the qualification of the trust.

(5) The trust is part of a plan whose
eligibility conditions and benefits do
not discriminate in favor of employees
who are officers, shareholders, persons
whose principal duties consist of super-
vising the work of other employees, or
highly compensated employees. See
sections 401(a)(3)(B) and 401(a)(4) and
§§ 1.401–3 and 1.401–4. However, a plan is
not discriminatory within the meaning
of section 501(c)(17)(A)(iii), relating to
the requirement that the benefits paid
under the plan be nondiscriminatory,
merely because the benefits received
under the plan bear a uniform relation-
ship to the total compensation, or the
basic or regular rate of compensation,
of the employees covered by the plan.
Accordingly, the benefits provided for
highly paid employees may be greater
than the benefits provided for lower
paid employees if the benefits are de-
termined by reference to their com-
pensation; but, in such a case, the plan
will not qualify if the benefits paid to
the higher paid employees bear a larger
ratio to their compensation than the
benefits paid to the lower paid employ-
ees bear to their compensation. In ad-
dition, section 501(c)(17)(B) sets forth
certain other instances in which a plan
will not be considered discriminatory
(see paragraph (c) of § 1.501(c)(17)–2).

(6) The trust is part of a plan which
requires that benefits are to be deter-
mined according to objective stand-
ards. Thus, a plan may provide simi-
larly situated employees with benefits
which differ in kind and amount, but
may not permit such benefits to be de-
termined solely in the discretion of the
trustees.

(b) Meaning of terms. The following
terms are defined for purposes of sec-
tion 501(c)(17):

(1) Supplemental unemployment com-
pensation benefits. The term supple-
mental unemployment compensation bene-
fits means only:

(i) Benefits paid to an employee be-
cause of his involuntary separation
from the employment of the employer,
whether or not such separation is tem-
porary, but only when such separation
is one resulting directly from a reduc-
tion in force, the discontinuance of a
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plant or operation, or other similar
conditions; and

(ii) Sick and accident benefits subor-
dinate to the benefits described in sub-
division (i) of this subparagraph.

(2) Employee. The term employee
means an individual whose status is
that of an employee under the usual
common-law rules applicable in deter-
mining the employer-employee rela-
tionship. The term employee also in-
cludes an individual who qualifies as an
employee under the State or Federal un-
employment compensation law cov-
ering his employment, whether or not
such an individual could qualify as an
employee under such common-law
rules.

(3) Involuntary separation from the em-
ployment of the employer. Whether a sep-
aration from the employment of the em-
ployer occurs is a question to be de-
cided with regard to all the facts and
circumstances. However, for purposes
of section 501(c)(17), the term separation
includes both a temporary separation
and a permanent severance of the em-
ployment relationship. Thus, for exam-
ple, an employee may be separated
from the employment of his employer
even though at the time of separation
it is believed that he will be reem-
ployed by the same employer. Whether
or not an employee is involuntarily sep-
arated from the employment of the em-
ployer is a question of fact. However,
normally, an employee will not be
deemed to have separated himself vol-
untarily from the employment of his
employer merely because his collective
bargaining agreement provides for the
termination of his services upon the
happening of a condition subsequent
and that condition does in fact occur.
For example, if the collective bar-
gaining agreement provides that the
employer may automate a given de-
partment and thereby dislocate several
employees, the fact that the employ-
ees’ collective bargaining agent has
consented to such a condition will not
render any employee’s subsequent un-
employment for such cause voluntary.

(4) Other similar conditions. Involun-
tary separation directly resulting from
other similar conditions includes, for ex-
ample, involuntary separation from the
employment of the employer resulting
from cyclical, seasonal, or techno-

logical causes. Some causes of involun-
tary separation from the employment
of the employer which are not similar
to those enumerated in section
501(c)(17)(D)(i) are separation for dis-
ciplinary reasons or separation because
of age.

(5) Subordinate sick and accident bene-
fits. In general, a sick and accident ben-
efit payment is an amount paid to an
employee in the event of his illness or
personal injury (whether or not such
illness or injury results in the employ-
ee’s separation from the service of his
employer). In addition, the phrase sick
and accident benefits includes amounts
provided under the plan to reimburse
an employee for amounts he expends
because of the illness or injury of his
spouse or a dependent (as defined in
section 152). Sick and accident benefits
may be paid by a trust described in sec-
tion 501(c)(17) only if such benefits are
subordinate to the separation pay-
ments provided under the plan of which
the trust forms a part. Whether the
sick and accident benefits provided
under a supplemental unemployment
compensation benefit plan are subordi-
nate to the separation benefits pro-
vided under such plan is a question to
be decided with regard to all the facts
and circumstances.

[T.D. 6972, 33 FR 12900, Sept. 12, 1968]

§ 1.501(c)(17)–2 General rules.
(a) Supplemental unemployment com-

pensation benefits. Supplemental unem-
ployment compensation benefits as de-
fined in section 501(c)(17)(D) and para-
graph (b)(1) of § 1.501(c)(17)–1 may be
paid in a lump sum or installments.
Such benefits may be paid to an em-
ployee who has, subsequent to his sepa-
ration from the employment of the em-
ployer, obtained other part-time, tem-
porary, or permanent employment.
Furthermore, such payments may be
made in cash, services, or property.
Thus, supplemental unemployment
compensation benefits provided to in-
voluntarily separated employees may
include, for example, the following:
Furnishing of medical care at an estab-
lished clinic, furnishing of food, job
training and schooling, and job coun-
seling. If such benefits are furnished in
services or property, the fair market
value of the benefits must satisfy the
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requirements of section
501(c)(17)(A)(iii), relating to non-
discrimination as to benefits. However,
supplemental unemployment com-
pensation benefits may be provided
only to an employee and only under
circumstances described in paragraph
(b)(1) of § 1.501(c)(17)–1. Thus, a trust de-
scribed in section 501(c)(17) may not
provide, for example, for the payment
of a death, vacation, or retirement ben-
efit.

(b) Sick and accident benefits. If a
trust described in section 501(c)(17) pro-
vides for the payment of sick and acci-
dent benefits, such benefits may only
be provided for employees who are eli-
gible for receipt of separation benefits
under the plan of which the trust is a
part. However, the sick and accident
benefits need not be provided for all
the employees who are eligible for re-
ceipt of separation benefits, so long as
the plan does not discriminate in favor
of persons with respect to whom dis-
crimination is proscribed in section
501(c)(17)(A) (ii) and (iii). Furthermore,
the portion of the plan which provides
for the payment of sick and accident
benefits must satisfy the non-
discrimination requirements of section
501(c)(17)(A) (ii) and (iii) without regard
to the portion of the plan which pro-
vides for the payment of benefits be-
cause of involuntary separation.

(c) Correlation with other plans. (1) In
determining whether a plan meets the
requirements of section 501(c)(17)(A)
(ii) and (iii), any benefits provided
under any other plan shall not be
taken into consideration except in the
particular instances enumerated in sec-
tion 501(c)(17)(B) (i), (ii), and (iii). In
general, these three exceptions permit
a plan providing for the payment of
supplemental unemployment com-
pensation benefits to satisfy the non-
discrimination requirements in section
501(c)(17)(A) (ii) and (iii) if the plan is
able to satisfy such requirements when
it is correlated with one or more of the
plans described in section 501(c)(17)(B).

(2) Under section 501(c)(17)(B)(i), a
plan will not be considered discrimina-
tory merely because the benefits under
the plan which are first determined in
a nondiscriminatory manner (within
the meaning of section 501(c)(17)(A))
are then reduced by any sick, accident,

or unemployment compensation bene-
fits received under State or Federal
law, or are reduced by a portion of
these benefits if determined in a non-
discriminatory manner. Under this ex-
ception, a plan may, for example, sat-
isfy the requirements of section
501(c)(17)(A)(iii) if it provides for the
payment of an unemployment benefit
and the amount of such benefit is de-
termined as a percentage of the em-
ployee’s compensation which is then
reduced by any unemployment benefit
which the employee receives under a
State plan. In addition, a plan could
provide for the reduction of such a plan
benefit by a percentage of the State
benefit. Furthermore, a plan may also
satisfy the requirements of section
501(c)(17)(A) if it provides for the pay-
ment to an employee of an amount
which when added to any State unem-
ployment benefit equals a percentage
of the employee’s compensation.

(3) Under section 501(c)(17)(B)(ii), a
plan will not be considered discrimina-
tory merely because the plan provides
benefits only for employees who are
not eligible to receive sick, accident,
or unemployment compensation bene-
fits under State or Federal law. In such
a case, however, the benefits provided
under the plan seeking to satisfy the
requirements of section 501(c)(17) must
be the same benefits, or a portion of
the same benefits if determined in a
nondiscriminatory manner, which such
ineligible employees would receive
under State or Federal law if they were
eligible for such benefits. Under this
exception, for example, an employer
may establish a plan only for employ-
ees who have exhausted their benefits
under the State law, and, if the plan
provides for such employees the same
benefits which they would receive
under the State plan, the State plan
and the plan of the employer will be
considered as one plan in determining
whether the requirements relating to
nondiscrimination in section
501(c)(17)(A) are satisfied. Furthermore,
such a plan could also qualify even
though it does not provide all of the
benefits provided under the State plan.
Thus, a plan could provide for the pay-
ment of a reduced amount of the bene-
fits, or for the payment of only certain
of the types of benefits, provided by the
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State plan. For example, if the State
plan provides for the payment of sick,
accident, and separation benefits, the
plan of the employer may provide for
the payment of only separation bene-
fits, or for the payment of an amount
equal to only one-half of the State pro-
vided benefit. However, if a plan pro-
vides benefits for employees who are
not eligible to receive the benefits pro-
vided under a State plan and such ben-
efits are greater or of a different type
than those under the State plan, the
plan of the employer must satisfy the
requirements of section 501(c)(17)(A)
without regard to the benefits and cov-
erage provided by the State plan.

(4) Under section 501(c)(17)(B)(iii), a
plan is not considered discriminatory
merely because the plan provides bene-
fits only for employees who are not eli-
gible to receive benefits under another
plan which satisfies the requirements
of section 501(c)(17)(A) and which is
funded solely by contributions of the
employer. In such a case, the plan
seeking to qualify under section
501(c)(17) must provide the same bene-
fits, or a portion of such benefits if de-
termined in a nondiscriminatory man-
ner, as are provided for the employees
under the plan funded solely by em-
ployer contributions. Furthermore,
this exception only applies if the em-
ployees eligible to receive benefits
under both plans would satisfy the re-
quirements in section 501(c)(17)(A)(ii),
relating to nondiscrimination as to
coverage. The plan of the employer
which is being correlated with the plan
seeking to satisfy the requirements of
section 501(c)(17) may be a plan which
forms part of a voluntary employees’
beneficiary association described in
section 501(c)(9), if such plan satisfies
all the requirements of section
501(c)(17)(A). Under this exception, for
example, if an employer has estab-
lished a plan providing for the payment
of supplemental unemployment com-
pensation benefits for his hourly wage
employees and such plan satisfies the
requirements of section 501(c)(17)(A)
(even though the plan forms part of a
voluntary employees’ beneficiary asso-
ciation described in section 501(c)(9)),
the salaried employees of such em-
ployee may establish a plan for them-
selves, and, if such plan provides for

the same benefits as the plan covering
hourly-wage employees, both plans
may be considered as one plan in deter-
mining whether the plan covering the
salaried employees satisfies the re-
quirement that is be nondiscrim-
inatory as to coverage. The foregoing
example would also be applicable if the
benefits provided for the salaried em-
ployees were funded solely or in part
by employer contributions.

(d) Permanency of the plan. A plan
providing for the payment of supple-
mental unemployment compensation
benefits contemplates a permanent as
distinguished from a temporary pro-
gram. Thus, although there may be re-
served the right to change or terminate
the plan, and to discontinue contribu-
tions thereunder, the abandonment of
the plan for any reason other than
business necessity within a few years
after it has taken effect will be evi-
dence that the plan from its inception
was not a bona fide program for the
purpose of providing supplemental un-
employment compensation benefits to
employees. Whether or not a particular
plan constitutes a permanent arrange-
ment will be determined by all of the
surrounding facts and circumstances.
However, merely because a collective
bargaining agreement provides that a
plan may be modified at the termi-
nation of such agreement, or that par-
ticular provisions of the plan are sub-
ject to renegotiation during the dura-
tion of such agreement, does not nec-
essarily imply that the plan is not a
permanent arrangement. Moreover, the
fact that the plan provides that the as-
sets remaining in the trust after the
satisfaction of all liabilities (including
contingent liabilities) under the plan
may be returned to the employer does
not imply that the plan is not a perma-
nent arrangement nor preclude the
trust from qualifying under section
501(c)(17).

(e) Portions of years. A plan must sat-
isfy the requirements of section
501(c)(17) throughout the entire taxable
year of the trust in order for the trust
to be exempt for such year. However,
section 501(c)(17)(C) provides that a
plan will satisfy the nondiscrimination
as to classification requirements of
section 501(c)(17)(A) if on at least one
day in each quarter of the taxable year
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of the trust it satisfies such require-
ments.

(f) Several trusts constituting one plan.
Several trusts may be designated as
constituting part of one plan which is
intended to satisfy the requirements of
section 501(c)(17), in which case all of
such trusts taken as a whole must
meet the requirements of such section.
The fact that a combination of trusts
fails to satisfy the requirements of sec-
tion 501(c)(17) as one plan does not pre-
vent such of the trusts as satisfy the
requirements of section 501(c)(17) from
qualifying for exemption under that
section.

(g) Plan of several employers. A trust
forming part of a plan of several em-
ployers, or the employees of several
employers, will be a supplemental un-
employment benefit trust described in
section 501(c)(17) if all the require-
ments of that section are otherwise
satisfied.

(h) Investment of trust funds. No spe-
cific limitations are provided in sec-
tion 501(c)(17) with respect to invest-
ments which may be made by the
trustees of a trust qualifying under
that section. Generally, the contribu-
tions may be used by the trustees to
purchase any investments permitted by
the trust agreement to the extent al-
lowed by local law. However, the tax-
exempt status of the trust will be for-
feited if the investments made by the
trustees constitute prohibited trans-
actions within the meaning of section
503. See section 503 and the regulations
thereunder. In addition, such a trust
will be subject to tax under section 511
with respect to any unrelated business
taxable income (as defined in section
512) realized by it from its investments.
See sections 511 to 515, inclusive, and
the regulations thereunder.

(i) Allocations. If a plan which pro-
vides sick and accident benefits is fi-
nanced solely by employer contribu-
tions to the trust, and such sick and
accident benefits are funded by pay-
ment of premiums on an accident or
health insurance policy (whether on a
group or individual basis) or by con-
tributions to a separate fund which
pays such sick and accident benefits,
the plan must specify that portion of
the contributions to be used to fund
such benefits. If a plan which is fi-

nanced in whole or in part by employee
contributions provides sick and acci-
dent benefits, the plan must specify the
portion, if any, of employee contribu-
tions allocated to the cost of funding
such benefits, and must allocate the
cost of funding such benefits between
employer contributions and employee
contributions.

(j) Required records and returns. Every
trust described in section 501(c)(17)
must maintain records indicating the
amount of separation benefits and sick
and accident benefits which have been
provided to each employee. If a plan is
financed, in whole or in part, by em-
ployee contributions to the trust, the
trust must maintain records indicating
the amount of each employee’s total
contributions allocable to separation
benefits. In addition, every trust de-
scribed in section 501(c)(17) which
makes one or more payments totaling
$600 or more in 1 year to an individual
must file an annual information return
in the manner described in paragraph
(b)(1) of § 1.6041–2. However, if the pay-
ments from such trust are subject to
income tax withholding under section
3402(o) and the regulations thereunder,
the trust must file, in lieu of such an-
nual information return, the returns of
income tax withheld from wages re-
quired by section 6011 and the regula-
tions thereunder. In such cir-
cumstances, the trust must also fur-
nish the statements to the recipients of
trust distributions required by section
6051 and the regulations thereunder.

[T.D. 6972, 33 FR 12901, Sept. 12, 1968, as
amended by T.D. 7068, 35 FR 17328, Nov. 11,
1970]

§ 1.501(c)(17)–3 Relation to other sec-
tions of the Code.

(a) Taxability of benefit distributions—
(1) Separation benefits. If the separation
benefits described in section
501(c)(17)(D)(i) are funded entirely by
employer contributions, then the full
amount of any separation benefit pay-
ment received by an employee is in-
cludible in his gross income under sec-
tion 61(a). If any such separation ben-
efit is funded by both employer and
employee contributions, or solely by
employee contributions, the amount of
any separation benefit payment which
is includible in the gross income of the
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employee is the amount by which such
distribution and any prior distribu-
tions of such separation payments ex-
ceeds the employee’s total contribu-
tions to fund such separation benefits.

(2) Sick and accident benefits. Any ben-
efit payment received from the trust
under the part of the plan, if any,
which provides for the payment of sick
and accident benefits must be included
in gross income under section 61(a), un-
less specifically excluded under section
104 or 105 and the regulations there-
under. See section 105(b) and § 1.105–2
for benefit payments expended for med-
ical care, benefit payments in excess of
actual medical expenses, and benefit
payments which an employee is enti-
tled to receive irrespective of whether
or not he incurs expenses for medical
care. See section 213 and § 1.213–1(g) for
benefit payments representing reim-
bursement for medical expenses paid in
prior years. See § 1.501(c)(17)–2(i) for the
requirement that a trust described in
section 501(c)(17) which receives em-
ployee contributions must be part of a
written plan which provides for the al-
location of the cost of funding sick and
accident benefits.

(b) Exemption as a voluntary employ-
ees’ beneficiary association. Section
501(c)(17)(E) contemplates that a trust
forming part of a plan providing for the
payment of supplemental unemploy-
ment compensation benefits may, if it
qualifies, apply for exemption from in-
come tax under section 501(a) either as
a voluntary employees’ beneficiary as-
sociation described in section 501(c)(9)
or as a trust described in section
501(c)(17).

(c) Returns. A trust which is de-
scribed in section 501(c)(17) and which
is exempt from tax under section 501(a)
must file a return in accordance with
section 6033 and the regulations there-
under. If such a trust realizes any unre-
lated business taxable income, as de-
fined in section 512, the trust is also re-
quired to file a return with respect to
such income.

(d) Effective date. Section 501(c)(17)
shall apply to taxable years beginning
after December 31, 1959, and shall apply
to supplemental unemployment benefit
trusts regardless of when created or or-
ganized.

[T.D. 6972, 33 FR 12902, Sept. 12, 1968]

§ 1.501(c)(18)–1 Certain funded pension
trusts.

(a) In general. Organizations de-
scribed in section 501(c)(18) are trusts
created before June 25, 1959, forming
part of a plan for the payment of bene-
fits under a pension plan funded only
by contributions of employees. In order
to be exempt, such trusts must also
meet the requirements set forth in sec-
tion 501(c)(18) (A), (B), and (C), and in
paragraph (b) of this section.

(b) Requirements for qualification. A
trust described in section 501(c)(18)
must meet the following requirements:

(1) Local law. The trust must be a
valid, existing trust under local law,
and must be evidenced by an executed
written document.

(2) Funding. The trust must be funded
solely from contributions of employees
who are members of the plan. For pur-
poses of this section, the term contribu-
tions of employees shall include earnings
on, and gains derived from, the assets
of the trust which were contributed by
employees.

(3) Creation before June 25, 1959—(i) In
general. The trust must have been cre-
ated before June 25, 1959. A trust cre-
ated before June 25, 1959 is described in
section 501(c)(18) and this section even
though changes in the makeup of the
trust have occurred since that time so
long as these are not fundamental
changes in the character of the trust or
in the character of the beneficiaries of
the trust. Increases in the beneficiaries
of the trust by the addition of employ-
ees in the same or related industries,
whether such additions are of individ-
uals or of units (such as local units of
a union) will generally not be consid-
ered a fundamental change in the char-
acter of the trust. A merger of a trust
created after June 25, 1959 into a trust
created before such date is not in itself
a fundamental change in the character
of the latter trust if the two trusts are
for the benefit of employees of the
same or related industries.

(ii) Examples. The provisions of this
subparagraph may be illustrated by the
following examples:

Example 1. Assume that trust C, for the
benefit of members of participating locals of
National Union X, was established in 1950
and adopted by 29 locals before June 25, 1959.
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The subsequent adoption of trust C by addi-
tional locals of National Union X in 1962 will
not constitute a fundamental change in the
character of trust C, since such subsequent
adoption is by employees in a related indus-
try.

Example 2. Assume the facts as stated in
example 1, except that in 1965 National
Union X merged with National Union Y,
whose members are engaged in trades related
to those engaged in by X’s members. Assume
further that trust D, the employee funded
pension plan and fund for employees of Y,
was subsequently merged into trust C. The
merger of trust D into trust C would not in
itself constitute a fundamental change in the
character of trust C, since both C and D are
for the benefit of employees of related indus-
tries.

(4) Payment of benefits. The trust
must provide solely for the payment of
pension or retirement benefits to its
beneficiaries. For purposes of this sec-
tion, the term retirement benefits is in-
tended to include customary and inci-
dental benefits, such as death benefits
within the limits permissible under
section 401.

(5) Diversion. The trust must be part
of a plan which provides that, before
the satisfaction of all liabilities to em-
ployees covered by the plan, the corpus
and income of the trust cannot (within
the taxable year and at any time there-
after) be used for, or diverted to, any
purpose other than the providing of
pension or retirement benefits. Pay-
ment of expenses in connection with
the administration of a plan providing
pension or retirement benefits shall be
considered a payment to provide such
benefits and shall not affect the quali-
fication of the trust.

(6) Discrimination. The trust must be
part of a plan whose eligibility condi-
tions and benefits do not discriminate
in favor of employees who are officers,
shareholders, persons whose principal
duties consist of supervising the work
of other employees, or highly com-
pensated employees. See sections
401(a)(3)(B) and 401(a)(4) and §§ 1.401–3
and 1.401–4. However, a plan is not dis-
criminatory within the meaning of sec-
tion 501(c)(18) merely because the bene-
fits received under the plan bear a uni-
form relationship to the total com-
pensation, or the basic or regular rate
of compensation, of the employees cov-
ered by the plan. Accordingly, the ben-
efits provided for highly paid employ-

ees may be greater than the benefits
provided for lower paid employees if
the benefits are determined by ref-
erence to their compensation; but, in
such a case, the plan will not qualify if
the benefits paid to the higher paid em-
ployees are a larger portion of com-
pensation than the benefits paid to
lower paid employees.

(7) Objective standards. The trust
must be part of a plan which requires
that benefits be determined according
to objective standards. Thus, while a
plan may provide similarly situated
employees with benefits which differ in
kind and amount, these benefits may
not be determined solely in the discre-
tion of the trustees.

(c) Effective date. The provisions of
section 501(c)(18) and this section shall
apply with respect to taxable years be-
ginning after December 31, 1969.

[T.D. 7172, 37 FR 5618, Mar. 17, 1972]

§ 1.501(c)(19)–1 War veterans organiza-
tions.

(a) In general. (1) For taxable years
beginning after December 31, 1969, a
veterans post or organization which is
organized in the United States or any
of its possessions may be exempt as an
organization described in section
501(c)(19) if the requirements of para-
graphs (b) and (c) of this section are
met and if no part of its net earnings
inures to the benefit of any private
shareholder or individual. Paragraph
(b) of this section contains the mem-
bership requirements such a post or or-
ganization must meet in order to qual-
ify under section 501(c)(19). Paragraph
(c) of this section outlines the pur-
poses, at least one of which such a post
or organization must have in order to
so qualify.

(2) In addition, an auxiliary unit or
society described in paragraph (d) of
this section of such a veterans post or
organization and a trust or foundation
described in paragraph (e) of this sec-
tion for such post or organization may
be exempt as an organization described
in section 501(c)(19).

(b) Membership requirements. (1) In
order to be described in section
501(c)(19) under paragraph (a)(1) of this
section, an organization must meet the
membership requirements of section
501(c)(19)(B) and this paragraph. There
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are two requirements that must be met
under this paragraph. The first require-
ment is that at least 75 percent of the
members of the organization must be
war veterans. For purposes of this sec-
tion the term war veterans means per-
sons, whether or not present members
of the United States Armed Forces,
who have served in the Armed Forces
of the United States during a period of
war (including the Korean and Vietnam
conflicts).

(2) The second requirement of this
paragraph is that at least 97.5 percent
of all members of the organization
must be described in one or more of the
following categories:

(i) War veterans,
(ii) Present or former members of the

United States Armed Forces,
(iii) Cadets (including only students

in college or university ROTC pro-
grams or at Armed Services acad-
emies), or

(iv) Spouses, widows, or widowers of
individuals referred to in paragraph
(b)(2) (i), (ii) or (iii) of this section.

(c) Exempt purposes. In addition to the
requirements of paragraphs (a)(1) and
(b) of this section, in order to be de-
scribed in section 501(c)(19) under para-
graph (a)(1) of this section an organiza-
tion must be operated exclusively for
one or more of the following purposes:

(1) To promote the social welfare of
the community as defined in
§ 1.501(c)(4)–1(a)(2).

(2) To assist disabled and needy war
veterans and members of the United
States Armed Forces and their depend-
ents, and the widows and orphans of de-
ceased veterans,

(3) To provide entertainment, care,
and assistance to hospitalized veterans
or members of the Armed Forces of the
United States,

(4) To carry on programs to perpet-
uate the memory of deceased veterans
and members of the Armed Forces and
to comfort their survivors,

(5) To conduct programs for religious,
charitable, scientific, literary, or edu-
cational purposes,

(6) To sponsor or participate in ac-
tivities of a patriotic nature,

(7) To provide insurance benefits for
their members or dependents of their
members or both, or

(8) To provide social and recreational
activities for their members.

(d) Auxiliary units or societies for war
veterans organizations. A unit or society
may be exempt as an organization de-
scribed in section 501(c)(19) and para-
graph (a)(2) of this section if it is an
auxiliary unit or society of a post or
organization of war veterans described
in paragraph (a)(1) of this section. A
unit or society is an auxiliary unit or
society or such a post or organization
if it meets the following requirements:

(1) It is affiliated with, and organized
in accordance with, the bylaws and reg-
ulations formulated by an organization
described in paragraph (a)(1) of this
section,

(2) At least 75 percent of its members
are either war veterans, or spouses of
war veterans, or are related to a war
veteran within two degrees of consan-
guinity (i.e., grandparent, brother, sis-
ter, grandchild, represent the most dis-
tant allowable relationships),

(3) All of its members are either
members of an organization described
in paragraph (a)(1) of this section, or
spouses of a member of such an organi-
zation or are related to a member of
such an organization, within two de-
grees of consanguinity, and

(4) No part of its net earnings inures
to the benefit of any private share-
holder or individual.

(e) Trusts or foundations. A trust or
foundation may be exempt as an orga-
nization described in section 501(c)(19)
and paragraph (a)(2) of this section if it
is a trust or foundation for a post or or-
ganization of war veterans described in
paragraph (a)(1) of this section. A trust
or foundation is a trust or foundation
for such a post or organization if it
meets the following requirements:

(1) The trust or foundation is in ex-
istence under local law and, if orga-
nized for charitable purposes, has a dis-
solution provision described in
§ 1.501(c)(3)–1(b)(4).

(2) The corpus or income cannot be
diverted or used other than for the
funding of a post or organization of war
veterans described in paragraph (a)(1)
of this section, for section 170(c)(4) pur-
poses, or as an insurance set aside (as
defined in § 1.512(a)–4(b)).

(3) The trust income is not unreason-
ably accumulated and, if the trust or
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foundation is not an insurance set
aside, a substantial portion of the in-
come is in fact distributed to such post
or organization or for section 170(c)(4)
charitable purposes, and

(4) It is organized exclusively for one
or more of those purposes enumerated
in paragraph (c) of this section.

[T.D. 7438, 41 FR 44392, Oct. 8, 1976]

§ 1.501(c)(21)–1 Black lung trusts—cer-
tain terms.

(a) Created or organized in the United
States. A trust is not created or orga-
nized in the United States unless it is
maintained at all times as a domestic
trust in the United States. For this
purpose, section 7701(a)(9) limits the
term United States to the District of Co-
lumbia and States of the United
States.

(b) Insurance company. The term in-
surance company means an insurance,
surety, bonding or other company
whose liability for the kinds of claims
to which section 501(c)(21)(A)(i) applies
is as an insurer or guarantor of the li-
abilities of another.

(c) Black Lung Acts. The term Black
Lung Acts includes any State law pro-
viding compensation for disability or
death due to pneumoconiosis even
though the State law compensates for
other kinds of injuries. In such a case,
section 501(c)(21) applies only to the ex-
tent that the liability is attributable
to disability or death due to pneumo-
coniosis. For this purpose, the term
pneumoconiosis has the same meaning
as it has under federal law. See 30
U.S.C. 902.

(d) Insurance exclusively covering such
liability. The term insurance exclusively
covering such liability includes insur-
ance that covers risk for liabilities in
addition to the liabilities to which sec-
tion 501(c)(21)(A)(i) applies. In such a
case, payment for premiums may be
made from the trust only to the extent
of that portion of the premiums that
has been separately allocated and stat-
ed by the insurer as attributable solely
to coverage of the liabilities to which
section 501(c)(21)(A)(i) applies.

(e) Administrative and other incidental
expenses. The term administrative and
other incidental expenses means expendi-
tures that are appropriate and helpful
to the trust making them in carrying

out the purposes for which its assets
may be used under section 501(c)(21)(B).
The term includes any exicse tax im-
posed on the trust under section 4952
(relating to taxes on taxable expendi-
tures) and reasonable expenses, such as
legal expenses, incurred by the trust in
connection with an assertion against
the trust of liability for a taxable ex-
penditure. The term does not include
an excise tax imposed on the trustee or
on other disqualified persons under sec-
tion 4951 (relating to taxes on self-deal-
ing) or under section 4953 (relating to
tax on excess contributions to black
lung benefit trusts) or any expenses in-
curred in connection with the assertion
of these taxes other than expenses that
are treated as part of reasonable com-
pensation under section 4951(d)(2)(C).
See §§ 53.4941 (d)–2(f)(3) and (d)–3(c) for
interpretations of similar provisions
under section 4941(d)(2)(E), relating to
reasonable compensation for private
foundation disqualified persons.

(f) Public debt securities of the United
States. The term public debt securities of
the United States means obligations
that are taken into consideration for
purposes of the public debt limit. See,
for example 31 U.S.C. 757b.

(g) Obligations of a State or local gov-
ernment. The term obligations of a State
or local government means the obliga-
tions of a State or local governmental
unit the interest on which is exempt
from tax under section 103(a). See
§ 1.103–1(a).

(h) Time or demand deposits. The term
time or demand deposits includes check-
ing accounts, savings accounts, certifi-
cates of deposit or other time or de-
mand deposits. The term does not in-
clude common or collective trust funds
such as a common trust fund as defined
in section 584.

[44 FR 52197, Sept. 7, 1979]

§ 1.501(c)(21)–2 Same—trust instru-
ment.

As trust does not meet the require-
ments of section 501(c)(21) if it is not
established and maintained pursuant
to a written instrument. The trust in-
strument must definitely and affirma-
tively prohibit a diversion or use of
trust assets that is not permitted
under section 501(c)(21)(B) or section
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4953(c), whether by operation or nat-
ural termination of the trust, by power
of revocation or amendment by the
happening of a contingency by collat-
eral arrangement, or by any other
means. No particular form for the trust
instrument is required. A trust may
meet the requirements of section
501(c)921) although the trust instru-
ment fails to contain provisions the ef-
fects of which are to prohibit acts that
are subject to section 4951 (relating to
taxes on self-dealing), section 4952 (re-
lating to taxes on taxable expendi-
tures) or the retention of contributions
subject to section 4953 (relating to tax
on excess contributions to black lung
benefit trusts).

[44 FR 52197, Sept. 7, 1979]

§ 1.501(d)–1 Religious and apostolic as-
sociations or corporations.

(a) Religious or apostolic associa-
tions or corporations are described in
section 501(d) and are exempt from tax-
ation under section 501(a) if they have
a common treasury or community
treasury, even though they engage in
business for the common benefit of the
members, provided each of the mem-
bers includes (at the time of filing his
return) in his gross income his entire
pro rata share, whether distributed or
not, of the net income of the associa-
tion or corporation for the taxable year
of the association or corporation end-
ing with or during his taxable year.
Any amount so included in the gross
income of a member shall be treated as
a dividend received.

(b) For annual return requirements
of organizations described in section
501(d), see section 6033 and paragraph
(a)(5) of § 1.6033–1.

§ 1.501(e)–1 Cooperative hospital serv-
ice organizations.

(a) General rule. Section 501(e) is the
exclusive and controlling section under
which a cooperative hospital service
organization can qualify as a chari-
table organization. A cooperative hos-
pital service organization which meets
the requirements of section 501(e) and
this section shall be treated as an orga-
nization described in section 501(c)(3),
exempt from taxation under section
501(a), and referred to in section
170(b)(1)(A) (iii) (relating to percentage

limitations on charitable contribu-
tions). In order to qualify for tax ex-
empt status, a cooperative hospital
service organization must—

(1) Be organized and operated on a co-
operative basis,

(2) Perform, on a centralized basis,
only one or more specifically enumer-
ated services which, if performed di-
rectly by a tax exempt hospital, would
constitute activities in the exercise or
performance of the purpose or function
constituting the basis for its exemp-
tion, and

(3) Perform such service or services
solely for two or more patron-hospitals
as described in paragraph (d) of this
section.

(b) Organized and operated on a coop-
erative basis—(1) In general. In order to
meet the requirements of section
501(e), the organization must be orga-
nized and operated on a cooperative
basis (whether or not under a specific
statute on cooperatives) and must allo-
cate or pay all of its net earnings with-
in 81⁄2 months after the close of the tax-
able year to its patron-hospitals on the
basis of the percentage of its services
performed for each patron. To allocate
its net earnings to its patron-hospitals,
the organization must make appro-
priate bookkeeping entries and provide
timely written notice to each patron-
hospital disclosing to the patron-hos-
pital the amount allocated to it on the
books of the organization. For the rec-
ordkeeping requirements of a section
501(e) organization, see § 1.521–1(a)(1).

(2) Percentage of services defined. The
percentage of services performed for
each patron-hospital may be deter-
mined on the basis of either the value
or the quantity of the services provided
by the organization to the patron-hos-
pital, provided such basis is realistic in
terms of the actual cost of the services
to the organization.

(3) Retention of net earnings. Exemp-
tion will not be denied a cooperative
hospital service organization solely be-
cause the organization, instead of pay-
ing all net earnings to its patron-hos-
pitals, retains an amount for such pur-
poses as retiring indebtedness, expand-
ing the services of the organization, or
for any other necessary purpose and al-
locates such amounts to its patrons.
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However, such funds may not be accu-
mulated beyond the reasonably antici-
pated needs of the organization. See,
§ 1.537–1(b). Whether there is an im-
proper accumulation of funds depends
upon the particular circumstances of
each case. Moreover, where an organi-
zation retains net earnings for nec-
essary purposes, the organization’s
records must show each patron’s rights
and interests in the funds retained. For
purposes of this paragraph, the term
net earnings does not include capital
contributions to the organization and
such contributions need not satisfy the
allocation or payment requirements.

(4) Nonpatronage and other income. An
organization described in section 501(e)
may, in addition to net earnings, re-
ceive membership dues and related
membership assessment fees, gifts,
grants and income from nonpatronage
sources such as investment of retained
earnings. However, such an organiza-
tion cannot be exempt if it engages in
any business other than that of pro-
viding the specified services, described
in paragraph (c), for the specified pa-
tron-hospitals, described in paragraph
(d). Thus, an organization described in
section 501(e) generally cannot have
unrelated business taxable income as
defined in section 512, although it may
earn certain interest, annuities, royal-
ties, and rents which are excluded from
unrelated business taxable income be-
cause of the modifications contained in
sections 512(b) (1), (2) or (3). An organi-
zation described in section 501(e) may,
however, have debt-financed income
which is treated as unrelated business
taxable income solely because of the
applicability of section 514. In addition,
exempt status under section 501(e) will
not be affected where rent from per-
sonal property leased with real prop-
erty is treated as unrelated business
taxable income under section
512(b)(3)(A)(ii) solely because the rent
attributable to the personal property is
more than incidental or under section
512(b)(3)(B)(i) solely because the rent
attributable to the personal property
exceeds 50 percent of the total rent re-
ceived or accrued under the lease. Ex-
emption will not be affected solely be-
cause the determination of the amount
of rent depends in whole or in part on
the income or profits derived from the

property leased. See, section
512(b)(3)(B)(ii). An organization de-
scribed in section 501(e) may also de-
rive nonpatronage income from sources
that are incidental to the conduct of
its exempt purposes or functions. For
example, income derived from the oper-
ation of a cafeteria or vending ma-
chines primarily for the convenience of
its employees or the disposition of by-
products in substantially the same
state they were in on completion of the
exempt function (e.g., the sale of silver
waste produced in the processing of x-
ray film) will not be considered unre-
lated business taxable income. See,
section 513(a)(2) and § 1.513–1(d)(4)(ii).
The nonpatronage and other income
permitted under this subparagraph (4)
must be allocated or paid as provided
in subparagraph (1) or retained as pro-
vided in subparagraph (3).

(5) Stock ownership—(i) Capital stock of
organization. An organization does not
meet the requirements of section 501(e)
unless all of the organization’s out-
standing capital stock, if there is such
stock, is held solely by its patron-hos-
pitals. However, no amount may be
paid as dividends on the capital stock
of the organization. For purposes of the
preceding sentence, the term capital
stock includes common stock (whether
voting or nonvoting), preferred stock,
or any other form evidencing a propri-
etary interest in the organization.

(ii) Stock ownership as a condition for
obtaining credit. If by statutory require-
ment a cooperative hospital service or-
ganization must be a shareholder in a
United States or state chartered cor-
poration as a condition for obtaining
credit from that corporate-lender, the
ownership of shares and the payment of
dividends thereon will not for such rea-
son be a basis for the denial of exemp-
tion to the organization. See, e.g., Na-
tional Consumer Cooperative Bank, 12
U.S.C. 3001 et seq.

(c) Scope of services—(1) Permissible
services. An organization meets the re-
quirements of section 501(e) only if the
organization performs, on a centralized
basis, one or more of the following
services and only such services: data
processing, purchasing (including the
purchasing and dispensing of drugs and
pharmaceuticals to patron-hospitals),
warehousing, billing and collection,
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food, clinical (including radiology), in-
dustrial engineering (including the in-
stallation, maintenance and repair of
biomedical and similar equipment),
laboratory, printing, communications,
record center, and personnel (including
recruitment, selection, testing, train-
ing, education and placement of per-
sonnel) services. An organization is not
described in section 501(e) if, in addi-
tion to or instead of one or more of
these specified services, the organiza-
tion performs any other service (other
than services referred to under para-
graph (b)(4) that are incidental to the
conduct of exempt purposes or func-
tions).

(2) Illustration. The provisions of this
subparagraph may be illustrated by the
following example.

Example. An organization performs indus-
trial engineering services on a cooperative
basis solely for patron-hospitals each of
which is an organization described in section
501(c)(3) and exempt from taxation under sec-
tion 501(a). However, in addition to this serv-
ice, the organization operates laundry serv-
ices for its patron-hospitals. This coopera-
tive organization does not meet the require-
ments of this paragraph because it performs
laundry services not specified in this para-
graph.

(d) Patron-hospitals—(1) Defined. Sec-
tion 501(e) only applies if the organiza-
tion performs its services solely for
two or more patron-hospitals each of
which is—

(i) An organization described in sec-
tion 501(c)(3) which is exempt from tax-
ation under section 501(a),

(ii) A constituent part of an organiza-
tion described in section 501(c)(3) which
is exempt from taxation under section
501(a) and which, if organized and oper-
ated as a separate entity, would con-
stitute an organization described in
section 501(c)(3), or

(iii) Owned and operated by the
United States, a State, the District of
Columbia, or a possession of the United
States, or a political subdivision or an
agency or instrumentality of any of
the foregoing.

(2) Business with nonvoting patron-hos-
pitals. Exemption will not be denied a
cooperative hospital service organiza-
tion solely because the organization
(whether organized on a stock or mem-
bership basis) transacts business with
patron-hospitals which do not have

voting rights in the organization and
therefore do not participate in the de-
cisions affecting the operation of the
organization. Where the organization
has both patron-hospitals with voting
rights and patron-hospitals without
such rights, the organization must pro-
vide at least 50 percent of its services
to patron-hospitals with voting rights
in the organization. Thus, the percent-
age of services provided to nonvoting
patrons may not exceed the percentage
of such services provided to voting pa-
trons. A patron-hospital will be deemed
to have voting rights in the coopera-
tive hospital service organization if the
patron-hospital may vote directly on
matters affecting the operation of the
organization or if the patron-hospital
may vote in the election of cooperative
board members. Notwithstanding that
an organization may have both voting
and nonvoting patron-hospitals, pa-
tronage refunds must nevertheless be
allocated or paid to all patron-hos-
pitals solely on the basis specified in
paragraph (b) of this section.

(3) Services to other organizations. An
organization does not meet the require-
ments of section 501(e) if, in addition to
performing services for patron-hos-
pitals (entities described in subdivi-
sions (i), (ii) or (iii) of subparagraph
(1)), the organization performs any
service for any other organization. For
example, a cooperative hospital service
organization is not exempt if it per-
forms services for convalescent homes
for children or the aged, vocational
training facilities for the handicapped,
educational institutions which do not
provide hospital care in their facilities,
and proprietary hospitals. However,
the provision of the specified services
between or among cooperative hospital
service organizations meeting the re-
quirements of section 501(e) and this
section is permissible. Also permissible
is the provision of the specified serv-
ices to entities which are not patron-
hospitals, but only if such services are
de minimis and are mandated by a gov-
ernmental unit as, for example, a con-
dition for licensing.

(e) Effective dates. An organization,
other than an organization performing
clinical services, may meet the re-
quirements of section 501(e) and be a
tax exempt organization for taxable
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years ending after June 28, 1968. An or-
ganization performing clinical services
may meet the requirements of section
501(e) and be a tax exempt organization
for taxable years ending after Decem-
ber 31, 1976. However, pursuant to the
authority contained in section 7805(b)
of the Internal Revenue Code, these
regulations shall not become effective
with respect to an organization which
has received a ruling or determination
letter from the Internal Revenue Serv-
ice recognizing its exemption under
section 501(e) until January 2, 1987.

[T.D. 8100, 51 FR 31615, Sept. 4, 1986; 51 FR
33593, Sept. 22, 1986]

§ 1.501(h)–1 Application of the expend-
iture test to expenditures to influ-
ence legislation; introduction.

(a) Scope. (1) There are certain re-
quirements an organization must meet
in order to be a charity described in sec-
tion 501(c)(3). Among other things, sec-
tion 501(c)(3) states that ‘‘no substan-
tial part of the activities of [a charity
may consist of] carrying on propa-
ganda, or otherwise attempting to in-
fluence legislation, (except as other-
wise provided in subsection (h)).’’ This
requirement is called the substantial
part test.

(2) Under section 501(h), many public
charities may elect the expenditure test
as a substitute for the substantial part
test. The expenditure test is described
in section 501(h) and this § 1.501(h). A
public charity is any charity that is
not a private foundation under section
509(a). (Unlike a public charity, a pri-
vate foundation may not make any lob-
bying expenditures: If a private founda-
tion does make a lobbying expenditure,
it is subject to an excise tax under sec-
tion 4945). Section 1.501(h)–2 lists which
public charities are eligible to make
the expenditure test election. Section
1.501(h)–2 also provides information
about how a public charity makes and
revokes the election to be covered by
the expenditure test.

(3) A public charity that makes the
election may make lobbying expendi-
tures within specified dollar limits. If
an electing public charity’s lobbying
expenditures are within the dollar lim-
its determined under section 4911(c),
the electing public charity will not owe
tax under section 4911 nor will it lose

its tax exempt status as a charity by
virtue of section 501(h). If, however,
that electing public charity’s lobbying
expenditures exceed its section 4911
lobbying limit, the organization is sub-
ject to an excise tax on the excess lob-
bying expenditures. Further, under sec-
tion 501(h), if an electing public
charity’s lobbying expenditures nor-
mally are more than 150 percent of its
section 4911 lobbying limit, the organi-
zation will cease to be a charity de-
scribed in section 501(c)(3).

(4) A public charity that elects the
expenditure test may nevertheless lose
its tax exempt status if it is an action
organization under § 1.501(c)(3)–
1(c)(3)(iii) or (iv). A public charity that
does not elect the expenditure test re-
mains subject to the substantial part
test. The substantial part test is ap-
plied without regard to the provisions
of section 501(h) and 4911 and the re-
lated regulations.

(b) Effective date. The provisions of
§ 1.501(h)–1 through § 1.501(h)–3, are ef-
fective for taxable years beginning
after August 31, 1990. An election made
before August 31, 1990, under the provi-
sions of § 7.0(c)(4) or the instructions to
Form 5768, will be effective under these
regulations without again filing Form
5768.

[T.D. 8308, 55 FR 35588, Aug. 31, 1990]

§ 1.501(h)–2 Electing the expenditure
test.

(a) In general. The election to be gov-
erned by section 501(h) may be made by
an eligible organization (as described
in paragraph (b) of this section) for any
taxable year of the organization begin-
ning after December 31, 1976, other
than the first taxable year for which a
voluntary revocation of the election is
effective (see paragraph (d) of this sec-
tion). The election is made by filing a
completed Form 5768, Election/Revoca-
tion of Election by an Eligible Section
501(c)(3) Organization to Make Expend-
itures to Influence Legislation, with
the appropriate Internal Revenue Serv-
ice Center listed on that form. Under
section 501(h)(6), the election is effec-
tive with the beginning of the taxable
year in which the form is filed. For ex-
ample, if an eligible organization
whose taxable year is the calendar year
files Form 5768 on December 31, 1979,
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the organization is governed by section
501(h) for its taxable year beginning
January 1, 1979. Once made, the ex-
penditure test election is effective
(without again filing Form 5768) for
each succeeding taxable year for which
the organization is an eligible organi-
zation and which begins before a notice
of revocation is filed under paragraph
(d) of this section.

(b) Organizations eligible to elect the
expenditure test—(1) In general. For pur-
poses of section 501(h) and the regula-
tions thereunder, an organization is an
eligible organization for a taxable year
if, for that taxable year, it is—

(i) Described in section 501(c)(3) (de-
termined, in any year for which an
election is in effect, without regard to
the substantial part test of section
501(c)(3)),

(ii) Described in section 501(h)(4) and
paragraph (b)(2) of this section, and

(iii) Not a disqualified organization
described in section 501(h)(5) and para-
graph (b)(3) of this section.

(2) Certain organizations listed. An or-
ganization is described in section
501(h)(4) and this paragraph (b)(2) if it
is an organization described in—

(i) Section 170(b)(1)(A)(ii) (relating to
educational institutions),

(ii) Section 170(b)(1)(A)(iii) (relating
to hospitals and medical research orga-
nizations),

(iii) Section 170(b)(1)(A)(iv) (relating
to organizations supporting govern-
ment schools),

(iv) Section 170(b)(1)(A)(vi) (relating
to organizations publicly supported by
charitable contributions),

(v) Section 509(a)(2) (relating to orga-
nizations publicly supported by admis-
sions, sales, etc.), or

(vi) Section 509(a)(3) (relating to or-
ganizations supporting public char-
ities), except that for purposes of this
paragraph (b)(2), section 509(a)(3) shall
be applied without regard to the last
sentence of section 509(a).

(3) Disqualified organizations. An orga-
nization is a disqualified organization
described in section 501(h)(5) and this
paragraph (b)(3) if the organization is—

(i) Described in section 170(b)(1)(A)(i)
(relating to churches),

(ii) An integrated auxiliary of a
church or of a convention or associa-
tion of churches see (§ 1.6033–2(g)(5)), or

(iii) Described in section 501(c)(3) and
affiliated (within the meaning of
§ 56.4911–7) with one or more organiza-
tions described in paragraph (b)(3) (i)
or (ii) of this section.

(4) Other organizations ineligible to
elect. Under section 501(h)(4), certain
organizations, although not disquali-
fied organizations, are not eligible to
elect the expenditure test. For exam-
ple, organizations described in section
509(a)(4) are not listed in section
501(h)(4) and therefore are not eligible
to elect. Similarly, private foundations
(within the meaning of section 509(a))
are not eligible to elect. For the treat-
ment of expenditures by a private foun-
dation for the purpose of carrying on
propaganda, or otherwise attempting,
to influence legislation, see § 53.4945–2.

(c) New organizations. A newly cre-
ated organization may submit Form
5768 to elect the expenditure test under
section 501(h) before it is determined to
be an eligible organization and may
submit Form 5768 at the time it sub-
mits its application for recognition of
exemption (Form 1023). If the newly
created organization is determined to
be an eligible organization, the elec-
tion will be effective under the provi-
sions of paragraph (a) of this section,
that is, with the beginning of the tax-
able year in which the Form 5768 is
filed by the eligible organization. How-
ever, if a newly created organization is
determined by the Service not to be an
eligible organization, the organiza-
tion’s election will not be effective and
the substantial part test will apply
from the effective date of its section
501(c)(3) classification.

(d) Voluntary revocation of expenditure
test election—(1) Revocation effective. An
organization may voluntarily revoke
an expenditure test election by filing a
notice of voluntary revocation with the
appropriate Internal Revenue Service
Center listed on Form 5768. Under sec-
tion 501(h)(6)(B), a voluntary revoca-
tion is effective with the beginning of
the first taxable year after the taxable
year in which the notice is filed. If an
organization voluntarily revokes its
election, the substantial part test of
section 501(c)(3) will apply with respect
to the organization’s activities in at-
tempting to influence legislation be-
ginning with the taxable year for
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which the voluntary revocation is ef-
fective.

(2) Re-election of expenditure test. If an
organization’s expenditure test elec-
tion is voluntarily revoked, the organi-
zation may again make the expendi-
ture test election, effective no earlier
than for the taxable year following the
first taxable year for which the revoca-
tion is effective.

(3) Example. X, an organization whose
taxable year is the calendar year, plans
to voluntarily revoke its expenditure
test election effective beginning with
its taxable year 1985. X must file its no-
tice of voluntary revocation on Form
5768 after December 31, 1983, and before
January 1, 1985. If X files a notice of
voluntary revocation on December 31,
1984, the revocation is effective begin-
ning with its taxable year 1985. The or-
ganization may again elect the expend-
iture test by filing Form 5768. Under
paragraph (d)(2) of this section, the
election may not be made for taxable
year 1985. Under paragraph (a) of this
section, a new expenditure test elec-
tion will be effective for taxable years
beginning with taxable year 1986, if the
Form 5768 is filed after December 31,
1985, and before January 1, 1987.

(e) Involuntary revocation of expendi-
ture test election. If, while an election
by an eligible organization is in effect,
the organization ceases to be an eligi-
ble organization, its election is auto-
matically revoked. The revocation is
effective with the beginning of the first
full taxable year for which it is deter-
mined that the organization is not an
eligible organization. If an organiza-
tion’s expenditure test election is in-
voluntarily revoked under this para-
graph (e) but the organization con-
tinues to be described in section
501(c)(3), the substantial part test of
section 501(c)(3) will apply with respect
to the organization’s activities in at-
tempting to influence legislation be-
ginning with the first taxable year for
which the involuntary revocation is ef-
fective.

(f) Supersession. This section super-
sedes § 7.0(c)(4) of the Temporary In-
come Tax Regulations under the Tax
Reform Act of 1976, effective August 31,
1990.

[T.D. 8308, 55 FR 35588, Aug. 31, 1990]

§ 1.501(h)–3 Lobbying or grass roots
expenditures normally in excess of
ceiling amount.

(a) Scope. This section provides rules
under section 501(h) for determining
whether an organization that has elect-
ed the expenditure test and that is not
a member of an affiliated group of or-
ganizations (as defined in § 56.4911–7(e))
either normally makes lobbying ex-
penditures in excess of its lobbying
ceiling amount or normally makes
grass roots expenditures in excess of its
grass roots ceiling amount. Under sec-
tion 501(h) and this section, an organi-
zation that has elected the expenditure
test and that normally makes expendi-
tures in excess of the corresponding
ceiling amount will cease to be exempt
from tax under section 501(a) as an or-
ganization described in section
501(c)(3). For similar rules relating to
members of an affiliated group of orga-
nizations, see § 56.4911–9.

(b) Loss of exemption—(1) In general.
Under section 501(h)(1), an organization
that has elected the expenditure test
shall be denied exemption from tax-
ation under section 501(a) as an organi-
zation described in section 501(c)(3) for
the taxable year following a deter-
mination year if—

(i) The sum of the organization’s lob-
bying expenditures for the base years
exceeds 150 percent of the sum of its
lobbying nontaxable amounts for the
base years, or (ii) The sum of the orga-
nization’s grass roots expenditures for
its base years exceeds 150 percent of
the sum of its grass roots nontaxable
amounts for the base years.
The organization thereafter shall not
be exempt from tax under section 501(a)
as an organization described in section
501(c)(3) unless, pursuant to paragraph
(d) of this section, the organization re-
applies for recognition of exemption
and is recognized as exempt.

(2) Special exception for organization’s
first election. For the first, second, or
third consecutive determination year
for which an organization’s first ex-
penditure test election is in effect, no
determination is required under para-
graph (b)(1) of this section, and the or-
ganization will not be denied exemp-
tion from tax by reason of section
501(h) and this section if, taking into
account as base years only those years
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for which the expenditure test election
is in effect—

(i) The sum of the organization’s lob-
bying expenditures for such base years
does not exceed 150 percent of the sum
of its lobbying nontaxable amounts for
the same base years, and

(ii) The sum of the organization’s
grass roots expenditure for those base
years does not exceed 150 percent of the
sum of its grass roots nontaxable
amounts for such base years. If an or-
ganization does not satisfy the require-
ments of this paragraph (b)(2), para-
graph (b)(1) of this section will apply.

(c) Definitions. For purposes of this
section—

(1) The term lobbying expenditures
means lobbying expenditures as defined
in section 4911(c)(1) or section
4911(f)(4)(A) and § 56.4911–2(a).

(2) The term lobbying nontaxable
amount is defined in § 56.4911–1(c)(1).

(3) An organization’s lobbying ceiling
amount is 150 percent of the organiza-
tion’s lobbying nontaxable amount for
a taxable year.

(4) The term grass roots expenditures
means expenditures for grass roots lob-
bying communications as defined in
section 4911(c)(3) or section 4911(f)(4)(A)
and §§ 56.4911–2 and 56.4911–3.

(5) The term grass roots nontaxable
amount is defined in § 56.4911–1(c)(2).

(6) An organization’s grass roots ceil-
ing amount is 150 percent of the organi-
zation’s grass roots nontaxable amount
for a taxable year.

(7) In general, the term base years
means the determination year and the
three taxable years immediately pre-
ceding the determination year. The
base years, however, do not include any
taxable year preceding the taxable year
for which the organization is first
treated as described in section 501(c)(3).

(8) A taxable year is a determination
year if it is a year for which the ex-
penditure test election is in effect,
other than the taxable year for which
the organization is first treated as de-
scribed in section 501(c)(3).

(d) Reapplication for recognition of ex-
emption—(1) Time of application. An or-

ganization that is denied exemption
from taxation under section 501(a) by
reason of section 501(h) and this section
may apply on Form 1023 for recognition
of exemption as an organization de-
scribed in section 501(c)(3) for any tax-
able year following the first taxable
year for which exemption is so denied.
See paragraphs (d)(2) and (d)(3) of this
section for material to be included
with an application described in the
preceding sentence.

(2) Section 501(h) calculation. An appli-
cation described in paragraph (d)(1) of
this section must demonstrate that the
organization would not be denied ex-
emption from taxation under section
501(a) by reason of section 501(h) if the
expenditure test election has been in
effect for all of its last taxable year
ending before the application is made
by providing the calculations, de-
scribed either in paragraphs (b)(1) (i)
and (ii) of this section or in § 56.4911–
9(b), that would have applied to the or-
ganization for that year.

(3) Operations not disqualifying. An ap-
plication described in paragraph (d)(1)
of this section must include informa-
tion that demonstrates to the satisfac-
tion of the Commissioner that the or-
ganization will not knowingly operate
in a manner that would disqualify the
organization for tax exemption under
section 501(c)(3) by reason of attempt-
ing to influence legislation.

(4) Reelection of expenditure test. If an
organization is denied exemption from
tax for a taxable year by reason of sec-
tion 501(h) and this section, and there-
after is again recognized as an organi-
zation described in section 501(c)(3)
pursuant to this paragraph (d), it may
again elect the expenditure test under
section 501(h) in accordance with
§ 1.501(h)–2(a).

(e) Examples. The provisions of this
section are illustrated by the following
examples, which also illustrate the op-
eration of the tax imposed by section
4911.

Example 1. (1) The following table contains
information used in this example concerning
organization X.
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Year
Exempt pur-

pose expendi-
tures (EPE)

Calculation

Lobbying

Nontaxable
amount
(LNTA)

Lobbying ex-
penditures

(LE)

1979 ............. $400,000 (20% of $400,000=) ................................................................ $80,000 $100,000
1980 ............. 300,000 (20% of $300,000=) ................................................................ 60,000 100,000
1981 ............. 600,000 (20% of $500,000+15% of $100,000=) .................................. 115,000 120,000
1982 ............. 500,000 (20% of $500,000=) ................................................................ 100,000 100,000

Totals ....... 1,800,000 .................................................................................................. 355,000 420,000

(2) Organization X, whose taxable year is
the calendar year, was organized in 1971. X
first made the expenditure test election
under section 501(h) effective for taxable
years beginning with 1979 and has not re-
voked the election. None of X’s lobbying ex-
penditures for its taxable years 1979 through
1982 are grass roots expenditures. Under sec-
tion 4911(a) and § 56.4911–1(a), X must deter-
mine for each year for which the expenditure
test election is effective whether it is liable
for the 25 percent excise tax imposed by sec-
tion 4911(a) on excess lobbying expenditures.
X is liable for this tax for each of its taxable
years 1979, 1980, and 1981, because in each
year its lobbying expenditures exceeded its
lobbying nontaxable amount for the year.
For 1979, the tax imposed by section 4911(a)
is $5,000 {25%×($100,000¥$80,000)=$5,000} . For
1980, the tax is $10,000. For 1981, the tax is
$1,250.

(3) The taxable years 1979 through 1981 are
all determination years under paragraph
(c)(8) of this section. On its annual return for
determination year 1979, the first year of its
first election, X can demonstrate, under
paragraph (b)(2) of this section, that its lob-
bying expenditures during 1979 ($100,000) do
not exceed 150 percent of its lobbying non-
taxable amount for 1979 ($120,000). For deter-
mination year 1980, under paragraph (b)(2), X
can demonstrate that the sum of its lobbying

expenditures for 1979 and 1980 ($200,000) does
not exceed 150 percent of the sum of its lob-
bying nontaxable amounts for 1979 and 1980
($210,000). For 1981, under paragraph (b)(2), X
can demonstrate that the sum of its lobbying
expenditures for 1979, 1980, and 1981 ($320,000)
does not exceed 150 percent of the sum of its
lobbying nontaxable amounts for 1979, 1980,
and 1981 ($382,500). For each of the deter-
mination years 1979, 1980, and 1981, the first
three years of its first election, X satisfies
the requirements of paragraph (b)(2). Accord-
ingly, no determination under paragraph
(b)(1) of this section is required for those
years, and X is not denied tax exemption by
reason of section 501(h).

(4) Under paragraph (b)(1) of this section, X
must determine for its determination year
1982 whether it has normally made lobbying
expenditures in excess of the lobbying ceil-
ing amount. This determination takes into
account expenditures in base years 1979
through 1982. The sum of X’s lobbying ex-
penditures for the base years ($420,000) does
not exceed 150 percent of the sum of the lob-
bying nontaxable amounts for the base years
(150%×$355,000=$532,500). Accordingly, X is
not denied tax exemption by reason of sec-
tion 501(h).

Example 2. (1) The following table contains
information used in this example concerning
W.

Year

Exempt pur-
pose expendi-
tures (EPE)

(dollars)

Calculation

Lobbying non-
taxable
amount

(LNTA) (dol-
lars)

Lobbying ex-
penditures

(LE) (dollars)

Grass roots
nontaxable
amount (25
percent of

LNTA) (dol-
lars)

Grass roots
expenditures

(dollars)

1979 ................... 700,000 (20% of
$500,000+15% of
$200,000=).

130,000 120,000 32,500 30,000

1980 ................... 800,000 (20% of
$500,000+15% of
$300,000=).

145,000 100,000 36,250 60,000

1981 ................... 800,000 (20% of
$500,000+15% of
$300,000=).

145,000 100,000 36,250 65,000

1982 ................... 900,000 (20% of
$500,000+15% of
$400,000=).

160,000 150,000 40,000 65,000

Total ................ 3,200,000 ................................... 580,000 470,000 145,000 220,000
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(2) Organization W, whose taxable year is
the calendar year, made the expenditure test
election under section 501(h) effective for
taxable years beginning with 1979 and has
not revoked the election. W has been treated
as an organization described in section
501(c)(3) for each of its taxable years begin-
ning within its taxable year 1974.

(3) Under section 4911(a) and § 56.4911–1(a),
W must determine for each year for which
the expenditure test election is effective
whether it is liable for the 25 percent excise
tax imposed by section 4911(a) on excess lob-
bying expenditures. In 1980, 1981, and 1982, W
has excess lobbying expenditures because its
grass roots expenditures in each of those
years exceeded its grass roots nontaxable
amount for the year. Therefore, W is liable
for the excise tax under section 4911(a) for
those years. The tax imposed by section
4911(a) for 1980 is $5,937.50
{25%×($60,000¥$36,250)= $5,937.50} . For 1981,
the tax is $7,187.50. For 1982, the tax is $6,250.

(4) On its annual return for its determina-
tion years 1979, 1980, and 1981, the first three
years of its first election, W demonstrates
that it satisfies the requirements of para-
graph (b)(2) of this section. Accordingly, no
determination under paragraph (b)(1) of this
section is required for those years, and W is

not denied tax exemption by reason of sec-
tion 501(h).

(5) On its annual return for its determina-
tion year 1982, W must determine under para-
graph (b)(1) whether it has normally made
lobbying expenditures or grass roots expendi-
tures in excess of the corresponding ceiling
amount. This determination takes into ac-
count expenditures in base years 1979
through 1982. The sum of W’s lobbying ex-
penditures for the base years ($470,000) does
not exceed 150% of the sum of W’s lobbying
nontaxable amounts for those years
(150%×$580,000=$870,000). However, the sum of
W’s grass roots expenditures for the base
years ($220,000) does exceed 150% of the sum
of W’s grass roots nontaxable amonts for
those years (150%×$145,000=$217,500). Under
section 501(h), W is denied tax exemption
under section 501(a) as an organization de-
scribed in section 501(c)(3) for its taxable
year 1983. For its taxable year 1984 and any
taxable year thereafter, W is exempt from
tax as an organization described in section
501(c)(3) only if W applies for recognition of
its exempt status under paragraph (d) of this
section and is recognized as exempt from
tax.

Example 3. (1) The following table contains
information used in this example concerning
organization Y.

Taxable Year

Exempt pur-
pose expendi-
tures (EPE)

(dollars)

Calculation

Lobbying non-
taxable
amount

(LNTA) (dol-
lars)

Lobbying ex-
penditures

(LE)(dollars)

Grass roots
nontaxable
amount (25
percent of

LNTA)(dollars)

Grass roots
expenditures

(dollars)

1977 ................... 700,000 (20% of
$500,000+15% of
$200,000=).

130,000 182,000 32,500 30,000

1978 ................... 800,000 (20% of
$500,000+15% of
$300,000=).

145,000 224,750 36,250 35,000

Subtotal ........... 1,500,000 ................................... 275,000 406,750 68,750 65,000
1979 ................... 900,000 (20% of

$500,000+15% of
$400,000=).

160,000 264,000 40,000 50,000

Totals: ............. 2,400,000 ................................... 435,000 670,750 108,750 115,000

(2) Organization Y, whose taxable year is
the calendar year, was first treated as an or-
ganization described in section 501(c)(3) on
February 1, 1977. Y made the expenditure
test election under section 501(h) effective
for taxable years beginning with 1977 and has
not revoked the election.

(3) For 1977, Y has excess lobbying expendi-
tures of $52,000 because its lobbying expendi-
tures ($182,000) exceed its lobbying non-
taxable amount ($130,000) for the taxable
year. Accordingly, Y is liable for the 25 per-
cent excise tax imposed by section 4911(a).
The amount of the tax is $13,000
[25%×($182,000¥$130,000)=$13,000].

(4) For 1978, Y again has excess lobbying
expenditures and is again liable for the 25
percent excise tax imposed by section
4911(a). The amount of the tax is $19,937.50
[25%×($224,750¥$145,000)=$19,937.50].

(5) For 1979, Y’s lobbying expenditures
($264,000) exceed its lobbying nontaxable
amount ($160,000) by $104,000, and its grass
roots expenditures ($50,000) exceed its grass
roots nontaxable amount ($40,000) by $10,000.
Under § 56.4911–1(b), Y’s excess lobbying ex-
penditures are the greater of $104,000 or
$10,000. The amount of the tax, therefore, is
$26,000 [25%×$104,000=$26,000].

(6) Under paragraph (c)(8) of this section,
1977 is not a determination year because it is

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00048 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



49

Internal Revenue Service, Treasury § 1.502–1

the first year for which the organization is
treated as described in section 501(c)(3). For
1977, Y need not determine whether it has
normally made lobbying expenditures or
grass roots expenditures in excess of the cor-
responding ceiling amount for purposes of
determining whether it is denied exemption
under section 501(h) for its taxable year 1978.

(7) For determination year 1978, Y must de-
termine whether it has normally made lob-
bying or grass roots expenditures in excess of
the corresponding ceiling amount, taking
into account expenditures for the base years
1977 and 1978. For Y, the determination under
paragraph (b)(2) of this section considers the
same base years as the determination under
paragraph (b)(1) of this section and is, there-
fore, redundant. Accordingly, Y proceeds to
determine, under (b)(1), whether it is denied
exemption. Y’s grass roots expenditures for
1977 and 1978 ($65,000) did not exceed 150 per-
cent of the sum of its grass roots nontaxable
amounts for those years ($103,125). Y’s lob-
bying expenditures for 1977 and 1978 ($406,750)
did not exceed 150% of its lobbying non-
taxable amount for those years
(150%×$275,000=$412,500). Therefore, Y is not
denied tax exemption under section 501(h) for
its taxable year 1979.

(8) For determination year 1979, the sum of
Y’s grass roots expenditures in base years
1977, 1978, and 1979 does not exceed 150 per-
cent of its grass roots nontaxable amount
(calculation omitted). However, the sum of
Y’s lobbying expenditures for the base years
($670,750) does exceed 150% of the sum of the
lobbying nontaxable amounts for those years
(150%×$435,000=$652,500). Since Y was not de-
scribed in section 501(c)(3) prior to 1977, only
the years 1977, 1978, and 1979 may be consid-
ered in determining whether Y has normally
made lobbying expenditures in excess of its
lobbying ceiling. Therefore, Y determines
that it has normally made lobbying expendi-
tures in excess of its lobbying ceiling. Under
section 501(h), Y is denied tax exemption
under section 501(a) as an organization de-
scribed in section 501(c)(3) for its taxable
year 1980. For its taxable year 1981, and any
taxable year thereafter, Y is exempt from
tax as an organization described in section
501(c)(3) only if Y applies for recognition of
its exempt status under paragraph (d) of this
section and is recognized as exempt from
tax.

Example 4. Organization M made the ex-
penditure test election under section 501(h)
effective for taxable years beginning with
1977 and has not revoked the election. M has
$500,000 of exempt purpose expenditures dur-
ing each of the years 1981 through 1984. In ad-
dition, during each of those years, M spends
$75,000 for direct lobbying and $25,000 for
grass roots lobbying. Since the amount ex-
pended for M’s lobbying (both total lobbying
and grass roots lobbying) is within the re-
spective nontaxable expenditure limitations,

M is not liable for the 25 percent excise tax
imposed under section 4911(a) upon excess
lobbying expenditures, nor is M denied tax-
exempt status by reason of section 501 (h).

Example 5. Assume the same facts as in Ex-
ample 4, except that, on behalf of M, numer-
ous unpaid volunteers conduct substantial
lobbying activities with no reimbursement.
Since the substantial lobbying activities of
the unpaid volunteers are not counted to-
wards the expenditure limitations and the
amount expended for M’s lobbying is within
the respective nontaxable expenditure limi-
tations, M is not liable for the 25 percent ex-
cise tax under section 4911, nor is M denied
tax-exempt status by reason of section
501(h).

[T.D. 8308, 55 FR 35589, Aug. 31, 1990]

§ 1.501(k)–1 Communist-controlled or-
ganizations.

Under section 11(b) of the Internal
Security Act of 1950 (50 U.S.C. 790(b)),
as amended, which is made applicable
to the Code by section 7852(b) of that
Code, no organization is entitled to ex-
emption under sections 501(a) or 521(a)
for any taxable year if at any time dur-
ing such year such organization is reg-
istered under section 7 of such Act or if
there is in effect a final order of the
Subversive Activities Control Board es-
tablished by section 12 of such Act re-
quiring such organization to register
under section 7 of such Act, or deter-
mining that it is a Communist-infil-
trated organization.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; redesig-
nated by T.D. 8100, 51 FR 31615, Sept. 4, 1986]

§ 1.502–1 Feeder organizations.

(a) In the case of an organization op-
erated for the primary purpose of car-
rying on a trade or business for profit,
exemption is not allowed under section
501 on the ground that all the profits of
such organization are payable to one or
more organizations exempt from tax-
ation under section 501. In determining
the primary purpose of an organiza-
tion, all the circumstances must be
considered, including the size and ex-
tent of the trade or business and the
size and extent of those activities of
such organization which are specified
in the applicable paragraph of section
501.

(b) If a subsidiary organization of a
tax-exempt organization would itself
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be exempt on the ground that its ac-
tivities are an integral part of the ex-
empt activities of the parent organiza-
tion, its exemption will not be lost be-
cause, as a matter of accounting be-
tween the two organizations, the sub-
sidiary derives a profit from its deal-
ings with its parent organization, for
example, a subsidiary organization
which is operated for the sole purpose
of furnishing electric power used by its
parent organization, a tax-exempt edu-
cational organization, in carrying on
its educational activities. However, the
subsidiary organization is not exempt
from tax if it is operated for the pri-
mary purpose of carrying on a trade or
business which would be an unrelated
trade or business (that is, unrelated to
exempt activities) if regularly carried
on by the parent organization. For ex-
ample, if a subsidiary organization is
operated primarily for the purpose of
furnishing electric power to consumers
other than its parent organization (and
the parent’s tax-exempt subsidiary or-
ganizations), it is not exempt since
such business would be an unrelated
trade or business if regularly carried
on by the parent organization. Simi-
larly, if the organization is owned by
several unrelated exempt organiza-
tions, and is operated for the purpose
of furnishing electric power to each of
them, it is not exempt since such busi-
ness would be an unrelated trade or
business if regularly carried on by any
one of the tax-exempt organizations.
For purposes of this paragraph, organi-
zations are related only if they consist
of:

(1) A parent organization and one or
more of its subsidiary organizations; or

(2) Subsidiary organizations having a
common parent organization.
An exempt organization is not related
to another exempt organization merely
because they both engage in the same
type of exempt activities.

(c) In certain cases an organization
which carries on a trade or business for
profit but is not operated for the pri-
mary purpose of carrying on such trade
or business is subject to the tax im-
posed under section 511 on its unrelated
business taxable income.

(d) Exception—(1) Taxable years begin-
ning before January 1, 1970. For purposes
of section 502 and this section, for tax-

able years beginning before January 1,
1970, the term trade or business does not
include the rental by an organization
of its real property (including personal
property leased with the real property).

(2) Taxable years beginning after De-
cember 31, 1969. For purposes of section
502 and this section, for taxable years
beginning after December 31, 1969, the
term trade or business does not include:

(i) The deriving of rents described in
section 512(b)(3)(A),

(ii) Any trade or business in which
substantially all the work in carrying
on such trade or business is performed
for the organization without compensa-
tion, or

(iii) Any trade or business (such as a
thrift shop) which consists of the selling
of merchandise, substantially all of
which has been received by the organi-
zation as gifts or contributions.
For purposes of the exception described
in subdivision (i) of this subparagraph,
if the rents derived by an organization
would not be excluded from unrelated
business income pursuant to section
512(b)(3) and the regulations there-
under, the deriving of such rents shall
be considered a trade or business.

(3) Cross references and special rules. (i)
For determination of when rents are
excluded from the tax on unrelated
business income see section 512(b)(3)
and the regulations thereunder.

(ii) The rules contained in § 1.513–
1(e)(1) shall apply in determining
whether a trade or business is de-
scribed in section 502(b)(2) and subpara-
graph (2)(ii) of this paragraph.

(iii) The rules contained in § 1.513–
1(e)(3) shall apply in determining
whether a trade or business is de-
scribed in section 502(b)(3) and subpara-
graph (2)(iii) of this paragraph.

[T.D. 6500, 25 FR 11737, No. 26, 1960, as amend-
ed by T.D. 6662, 28 FR 6973, July 29, 1963; T.D.
7033, 35 FR 19997, Dec. 31, 1970]

§ 1.503(a)–1 Denial of exemption to cer-
tain organizations engaged in pro-
hibited transactions.

(a)(1) Prior to January 1, 1970, section
503 applies to those organizations de-
scribed in sections 501(c)(3), 501(c)(17),
and section 401(a) except:(i) A religious
organization (other than a trust);

(ii) An educational organization
which normally maintains a regular
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faculty and curriculum and normally
has a regularly enrolled body of pupils
or students in attendance at the place
where its educational activities are
regularly carried on;

(iii) An organization which normally
receives a substantial part of its sup-
port (exclusive or income received in
the exercise or performance by such or-
ganization of its charitable, edu-
cational, or other purpose or function
constituting the basis for its exemp-
tion under section 501(a)) from the
United States or any State or political
subdivision thereof or from direct of
indirect contributions from the general
public,

(iv) An organization which is oper-
ated, supervised, controlled or prin-
cipally supported by a religious organi-
zation (other than a trust) which is
itself not subject to the provisions of
this section; and

(v) An organization the principal pur-
poses or functions of which are the pro-
viding of medical or hospital care or
medical education or medical research
or agricultural research.

(2) Effective January 1, 1907, and
prior to January 1, 1975, section 503
shall apply only to organizations de-
scribed in section 501(c) (17) or (18) or
section 401(a).

(3) Effective January 1, 1975, section
503 shall apply only to organization de-
scribed in section 501(c) (17) or (18) or
described in section 401(a) and referred
to in section 4975(g) (2) or (3).

(b) The prohibited transactions enu-
merated in section 503(b) are in addi-
tion to and not in limitation of the re-
strictions contained in section 501(c)
(3), (17), or (18) or section 401(a). Even
though an organization has not en-
gaged in any of the prohibited trans-
actions referred to in section 503(b), it
still may not qualify for tax exemp-
tions in view of the general provisions
of section 501(c) (3), (17), or (18) or sec-
tion 401(a). Thus, if a trustee or other
fiduciary of the organization (whether
or not he is also a creater or such orga-
nization) enters into a transaction
with the organization, such trans-
action will be closely scrutinized in the
light of the fiduciary principle requir-
ing undivided loyalty to ascertain
whether the organization is in fact

being operated for the stated exempt
purpose.

(c) An organization—(1) Described in
section 501(c)(3) which after July 1,
1950, but before January 1, 1970, has en-
gaged in any prohibited transaction as
defined in section 503(b), unless it is ex-
cepted by the provisions of paragraph
(a)(1) of this section;

(2) Described in section 401(a) and re-
ferred to in section 4975(g) (2) or (3)
which after March 1, 1954, has engaged
in any prohibited transaction as de-
fined in section 503(b);

(3) Described in section 401(a) and not
referred to in section 4975(g) (2) or (3)
which after March 1, 1954, but before
January 1, 1975, has engaged in any
prohibited transaction as defined in
section 503(b) or which after December
31, 1962, but before January 1, 1975, has
engaged in any prohibited transaction
as defined in section 503(g) prior to its
repeal by section 2003(b)(5) of the Em-
ployee Retirement Income Security
Act of 1974 (88 Stat. 978);

(4) Described in section 501(c)(17)
which after December 31, 1959, has en-
gaged in any prohibited transaction as
defined in section 503(b); or

(5) Described in section 501(c)(18)
which after December 31, 1969, has en-
gaged in any prohibited transaction de-
scribed in section 503(b);

Shall not be exempt from taxation
under section 501(a) for any taxable
year subsequent to the taxable year in
which there is mailed to it a notice in
writing by the Commissioner that it
has engaged in such prohibited trans-
actions. Such notification by the Com-
missioner shall be by registered or cer-
tified mail to the last known name and
address of the organization. However,
notwithstanding the requirement of
notification by the Commissioner, the
exemption shall be denied with respect
to any taxable year if such organiza-
tion during or prior to such taxable
year commenced the prohibited trans-
action with the purpose of diverting in-
come or corpus from its exempt pur-
poses and such transaction involved a
substantial party of the income or cor-
pus of such organization. For the pur-
pose of this section, the term taxable
year means the established annual ac-
counting period of the organization; or,
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if the organization has no such estab-
lished annual accounting period, the
taxable year of the organizations means
a calendar year. See 26 CFR § 1.503(j)–1
(rev. as of Apr. 1, 1974) for provisions
relating to the definition of prohibited
transactions in the case of trusts bene-
fitting certain owner-employees after
December 31, 1962, but prior to January
1, 1975. See also section 2003 (c)(1)(B) of
the Employee Retirement Income Se-
curity Act of 1974 (88 Stat. 978) in the
case of an organization described in
section 401(a) with respect to which a
disqualified person elects to pay a tax
in the amount and manner provided
with respect to the tax imposed by sec-
tion 4975 of the Code so that the orga-
nization may avoid denial of exemption
under section 503. For further guidance
regarding the definition of last known
address, see § 301.6212–2 of this chapter.

(d) The application of section 503(b)
may be illustrated by the following ex-
amples:

Example 1. A creates a foundation in 1954
ostensibly for educational purposes. B, a
trustee, accumulates the foundation’s in-
come from 1957 until 1959 and then uses a
substantial part of this accumulated income
to send A’s children to college. The founda-
tion would lose its exemption for the taxable
years 1957 through 1959 and for subsequent
taxable years until it regains its exempt sta-
tus.

Example 2. If under the facts in Example 1
such private benefit was the purpose of the
foundation from its inception, such founda-
tion is not exempt by reason of the general
provisions of section 501(c)(3), without regard
to the provisions of section 503, for all years
since its inception, that is, for the taxable
years 1954 through 1959 and subsequent tax-
able years, since under section 501(c)(3) the
organization must be organized and operated
exclusively for exempt purposes. See
§ 1.501(c)(3)–1.

[T.D. 7428, 41 FR 34621, Aug. 16, 1976, as
amended by T.D. 8939, 66 FR 2819, Jan. 12,
2001]

§ 1.503(b)–1 Prohibited transactions.
(a) In general. The term prohibited

transaction means any transaction set
forth in section 503(b) engaged in by
any organization described in para-
graph (a) of § 1.503(a)–1. Whether a
transaction is a prohibited transaction
depends on the facts and circumstances
of the particular case. This section is
intended to deny tax-exempt status to

such organizations which engage in
certain transactions which inure to the
private advantage of (1) the creator of
such organization (if it is a trust); (2)
any substantial contributor to such or-
ganization; (3) a member of the family
(as defined in section 267(c)(4) of an in-
dividual who is such creator of or such
substantial contributor to such organi-
zation; or (4) a corporation controlled,
as set forth in section 503(b), by such
creator or substantial contributor.

(b) Loans as prohibited transactions
under section 503(b)(1)—(1) Adequate se-
curity. For the purposes of section
503(b)(1), which treats as prohibited
transactions certain loans by an orga-
nization without receipt of adequate
security and a reasonable rate of inter-
est, the term adequate security means
something in addition to and sup-
porting a promise to pay, which is so
pledged to the organization that it may
be sold, foreclosed upon, or otherwise
disposed of in default of repayment of
the loan, the value and liquidity of
which security is such that it may rea-
sonably be anticipated that loss of
principal or interest will not result
from the loan. Mortgages or liens on
property, accommodation endorse-
ments of those financially capable of
meeting the indebtedness, and stock or
securities issued by corporations other
than the borrower may constitute se-
curity for a loan to the persons or or-
ganizations described in section 503(b).
Stock of a borrowing corporation does
not constitute adequate security. A
borrower’s evidence of indebtedness, ir-
respective of its name, is not security
for a loan, whether or not it was issued
directly to the exempt organization.
However, if any such evidence of in-
debtedness provides for security that
may be sold, foreclosed upon, or other-
wise disposed of in default of repay-
ment of the loan, there may be ade-
quate security for such loan. If an or-
ganization subject to section 503(b)
purchases debentures issued by a per-
son specified in section 503(b), the pur-
chase is considered, for purposes of sec-
tion 503(b)(1), as a loan made by the
purchaser to the issuer on the date of
such purchase. For example, if an ex-
empt organization subject to section
503(b) makes a purchase through a reg-
istered security exchange of debentures
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issued by a person described in section
503(b), and owned by an unknown third
party, the purchase will be considered
as a loan to the issuer by the pur-
chaser. For rules relating to loan of
funds to, or investment of funds in
stock or securities of, persons de-
scribed in section 503(b) by an organiza-
tion described in section 401(a), see
paragraph (b)(5) of § 1.401–1.

(2) Effective dates. The effective dates
for the application of the definition of
adequate security in paragraph (b)(1) of
this paragraph are:

(i) March 15, 1956, for loans (other
than debentures) made after March 15,
1956;

(ii) January 31, 1957, for loans (other
than debentures) made before March 16,
1956, and continued after January 31,
1957;

(iii) November 8, 1956, for debentures
which were purchased after November
8, 1956;

(iv) December 1, 1958, for debentures
which were purchased before November
9, 1956, and held after December 1, 1958;

(v) If an employees’ pension, stock
bonus, or profit-sharing trust described
in section 401(a) made a loan before
March 1, 1954, repayable by its terms
after December 31, 1955, and which
would constitute a prohibited trans-
action if made on or after March 1,
1954, the loan shall not constitute a
prohibited transaction if held until ma-
turity (determined without regard to
any extension or renewal thereof);

(vi) January 1, 1960, for loans (includ-
ing the purchase of debentures) made
by supplemental unemployment ben-
efit trusts, described in section 501
(c)(17);

(vii) January 1, 1970, for loans (in-
cluding the purchase of debentures)
made by employees’ contribution pen-
sion plan trusts described in section
501(c)(18).

(3) Certain exceptions to section
503(b)(1). See section 503(e) and
§ 1.503(e)–1, 1.503(e)–2, and 1.503(e)–3 for
special rules providing that certain ob-
ligations acquired by trusts described
in section 401(a) or section 501(c) (17) or
(18) shall not be treated as loans made
without the receipt of adequate secu-
rity for purposes of section 503(b)(1).
See section 503(f) and § 1.503(f)–1 for an
exception to the application of sections

503(b)(1) for certain loans made by em-
ployees’ trusts described in section
401(a).

(c) Examples. The principles of this
section are illustrated by the following
examples: (Assume that section 503 (e)
and (f) are not applicable.)

Example 1. A, creator of an exempt trust
subject to section 503, borrows $100,000 from
such trust in 1960, giving his unsecured
promissory note. The net worth of A is
$1,000,000. The net worth of A is not security
for such loan and the transaction is a prohib-
ited transaction. If, however, the note is se-
cured by a mortgage on property of suffi-
cient value, or is accompanied by acceptable
collateral of sufficient value, or carries with
it the secondary promise of repayment by an
accommodation endorser financially capable
of meeting the indebtedness, it may be ade-
quately secured. However, subordinated de-
bentures bonds of a partnership which are
guaranteed by the general partners are not
adequately secured since the general part-
ners are liable for the firm’s debt and their
guaranty adds no additional security.

Example 2. Assume the same facts as in ex-
ample 1 except that A’s promissory note in
the amount of $100,000 to the trust is secured
by property which has a fair market value of
$75,000. A’s promissory note secured to the
extent of $75,000 is not adequately secured
within the meaning of section 503(b)(1) since
the security at the time of the transaction
must be sufficient to repay the indebtedness,
interest, and charges which may pertain
thereto.

Example 3. Corporation M, a substantial
contributor to an exempt organization sub-
ject to section 503, borrows $150,000 from such
organization in 1960, giving its promissory
note accompanied by stock of the borrowing
corporation with a fair market value of
$200,000. Since promissory notes and deben-
tures have priority over stock in the event of
liquidation of the corporation, stock of a
borrowing corporation is not adequate secu-
rity. Likewise, debenture bonds which are
convertible on default into voting stock of
the issuing corporation do not constitute
adequate security under section 503(b)(1).

Example 4. B, creator of an exempt trust
subject to section 503, borrows $100,000 from
such trust in 1960, giving his secured promis-
sory note at the rate of 3 percent interest.
The prevailing rate of interest charged by fi-
nancial institutions in the community where
the transaction takes place is 5 percent for a
loan of the same duration and similarly se-
cured. The loan by the trust to the grantor
is a prohibited transaction since section
503(b)(1) requires both adequate security and
a reasonable rate of interest. Further, a
promise to repay the loan plus a percentage
of future profits which may be greater than

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00053 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



54

26 CFR Ch. I (4–1–01 Edition)§ 1.503(c)–1

the prevailing rate of interest does not meet
the reasonable rate of interest requirement.

Example 5. N Corporation, a substantial
contributor to an exempt organization sub-
ject to section 503 borrows $50,000 on or after
March 16, 1956, from the organization. If the
loan is not adequately secured, the organiza-
tion has committed a prohibited transaction
at the time the loan was made. If the loan
had been made on or before March 15, 1956,
and is continued after January 31, 1957, it
must be adequately secured on February 1,
1957, or it will be considered a prohibited
transaction on that date. However, if the ex-
empt organization were an employees’ trust,
described in section 401(a), and the loan were
made before March 1, 1954, repayable by its
terms after December 31, 1955, it would not
have to be adequately secured on February 1,
1957. Moreover, if the exempt organization
were a supplemental unemployment benefit
trust, described in section 501(c)(17), and the
loan were made before January 1, 1960, re-
payable by its terms after December 31, 1959,
it would not have to be adequately secured
on January 1, 1960.

Example 6. An exempt organization subject
to section 503 purchases a debenture issued
by O Corporation, which is a substantial con-
tributor to the organization. The organiza-
tion purchases the debenture in an arm’s
length transaction from a third person on or
after November 9, 1956. The purchase is con-
sidered as a loan by the organization to O
Corporation. The loan must be adequately
secured when it is made, or it is considered
as a prohibited transaction at that time. If
the organization purchased the debenture be-
fore November 9, 1956, and holds it after De-
cember 1, 1958, the debenture must be ade-
quately secured on December 2, 1958, or it
will then be considered as a prohibited trans-
action. However, if the organization were an
employees’ trust described in section 401(a),
and if the debenture were purchased before
March 1, 1954, and its maturity date is after
December 31, 1955, the debenture does not
have to be adequately secured. Moreover, if
the organization were an employees’ con-
tribution pension plan trust described in sec-
tion 501(c)(18), and if the debenture were pur-
chased before January 1, 1970, and its matu-
rity date is after December 31, 1969, the de-
benture does not have to be adequately se-
cured.

[T.D. 7428, 41 FR 34621, Aug. 16, 1976]

§ 1.503(c)–1 Future status of organiza-
tions denied exemption.

(a) Any organization described in sec-
tion 501(c) (3), (17), or (18), or an em-
ployees’ trust described in section
401(a), which is denied exemption under
section 501(a) by reason of the provi-
sions of section 503(a), may file, in any

taxable year following the taxable year
in which notice of denial was issued, a
claim for exemption. In the case of or-
ganizations described in section 501(c)
(3), (17), or (18), the appropriate exemp-
tion application shall be used for this
purpose, and shall be filed with the dis-
trict director. In the case of an
enmployees’ trust described in section
401(a), the information described in
§ 1.404(a)–2 shall be submitted with a
letter claiming exemption. All employ-
ees’ trust described in section 401(a)
shall submit this information to the
district director with whom a request
for a determination as to its qualifica-
tion under section 401 and exemption
under section 501 may be submitted
under paragraph (s) of § 601.201 of this
chapter (Statement of Procedural
Rules). A claim for exemption must
contain or have attached to it, in addi-
tion to the information generally re-
quired of such an organization claim-
ing exemption as an organization de-
scribed in section 501(c) (17), or (18), or
section 401(a) (or section 501(c)(3) prior
to January 1, 1970), a written declara-
tion made under the penalities of per-
jury by principal officer of such organi-
zation authorized to make such dec-
laration that the organization will not
knowingly again engage in a prohibited
transaction, (as defined in section
503(b) (or 4975(c) if such section applies
to such organization)). In the case of
section 501(c)(3) organizations which
have lost their exemption after Decem-
ber 31, 1969, pursuant to section 503, a
claim for exemption must contain or
have attached to it a written agree-
ment made under penalities of perjury
by a principal officer of such organiza-
tion authorized to make such agree-
ment that the organization will not
violate the provisions of chapter 42. In
addition, such organization must com-
ply with the rules for governing instru-
ments as prescribed in § 1.508–3. See
§ 1.501(a)–1 for proof of exemption re-
quirements in general.

(b) If the Commissioner is satisfied
that such organization will not know-
ingly again engage in a prohibited
transaction (as defined under section
503(b) or 4975(c), as applicable to such
organization) or in the case of a section
501(c)(3) organization, will not violate
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the provisions of chapter 42, and the or-
ganization also satisfied all the other
requirements under section 501(c) (3),
(17), or (18), or section 401(a), the orga-
nization will be so notified in writing.
In such case the organization will be
exempt (subject to the provisions of
section 501(c)(3), or sections 501(c) (17),
(18) or 401(a), and 503, and 504 when ap-
plicable) with respect to the taxable
years subsequent to the taxable year in
which the claim described in section
503(c) is filed. Section 503 contemplates
that an organization denied exemption
because of the terms of such section
will be subject to taxation for at least
one full taxable year. For the purpose
of this section, the term taxable year
means the established annual account-
ing period of the organization; or, if
the organization has no such estab-
lished annual accounting period, the
taxable year of the organization means
the calendar year.

(c) For taxable years beginning after
December 31, 1969, the denial of an ex-
emption pursuant to this section, for a
taxable year prior to January 1, 1970, of
an organization described in section
501(c)(3) shall not cause such organiza-
tion to cease to be described in section
501(c)(3) for purposes of part II of sub-
chapter F, chapter 1 and for purposes of
the application of chapter 42 taxes.

(d) In the case of an organization de-
scribed in section 501(c)(3), which has
lost its exemption pursuant to section
503, and which has not notified the
Commissioner that it is applying for
recognition of its exempt status under
section 508(a) and this section, no gift
or contribution made after December
31, 1969, which would otherwise be de-
ductible under section 170, 642(c), or
545(b)(2) shall be allowed as a deduc-
tion. For rules relating to the denial of
deductions with respect to gifts or con-
tributions made before January 1, 1970,
see, § 1.503(e)–4.

[T.D. 7428, 41 FR 34622, Aug. 16, 1976, as
amended by T.D. 7896, 48 FR 23817, May 27,
1983]

§ 1.503(d)–1 Cross references.

For provisions relating to loans de-
scribed in section 503(b)(1) by a trust
described in section 401(a), see

§ 1.503(b)–1 and section 503 (e) and (f)
and the regulations thereunder.

[T.D. 7428, 41 FR 34623, Aug. 16, 1976]

§ 1.503(e)–1 Special rules.
(a) In general. (1) Section 503(e) pro-

vides that for purposes of section
503(b)(1) (relating to loans made with-
out the receipt of adequate security
and a reasonable rate of interest) the
acquisition of a bond, debenture, note,
or certificate or other evidence of in-
debtedness shall not be treated as a
loan made without the receipt of ade-
quate security if certain requirements
are met. Those requirements are de-
scribed in § 1.503(e)–2.

(2) Section 503(e) does not affect the
requirement in section 503(b)(1) of a
reasonable rate of interest. Thus, al-
though the acquistion of a certificate
of indebtedness which meets all of the
requirements of section 503(e) and of
§ 1.503(e)–2 will not be considered as a
loan made without the receipt of ade-
quate security, the acquisition of such
an indebtedness does consitute a pro-
hibited transaction if the indebtedness
does not bear a reasonable rate of in-
terest.

(3) The provisions of section 503(e) do
not limit the effect of section 401(a)
and § 1.401–2, section 501(c)(17)(A)(i), or
section 501(c)(18)(A), all relating to the
use of diversion of corpus or incopme of
the respective employee trusts. Fur-
thermore, the provisions of section
503(e) do not limit the effect of any of
the provisions of section 503 other than
section 503(b)(1). Thus, for example, al-
though a loan made by employees’
trust described in section 503(a)(1)(B)
meets all the requirements of section
503(e) and therefore is not treated as a
loan made without the receipt of ade-
quate security, such an employees’
trust making such a loan will lose its
exempt status if the loan is not consid-
ered as made for the exclusive benefit
of the employees or their beneficiaries.
Similarly, a loan which meets the re-
quirements of section 503(e) will con-
stitute a prohibited transaction within
the meaning of section 503(b)(6) if it re-
sults in a substantial diversion of the
trust’s income or corpus to a person de-
scribed in section 503(b).

(b) Definitions. For purposes of sec-
tion 503(e):
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(1) The term obligation means bond,
debenture, note, or certificate or other
evidence of indebtedness.

(2) The term issuer includes any per-
son described in section 503(b) who
issues an obligation.

(3)(i) The term person independent of
the issuer means a person who is not re-
lated to the issuer by blood, by mar-
riage, or by reason of any substantial
business interests. Persons who will be
considered not to be independent of the
issuer include but are not limited to:

(a) The spouse, ancestor, lineal de-
scendant, or brother or sister (whether
by whole or half blood) of an individual
who is the issuer of an obligation;

(b) A corporation controlled directly
or indirectly by an individual who is
the issuer, or directly or indirectly by
the spouse, ancestor, lineal descendant,
or brother or sister (whether by whole
or half blood) of an individual who is
the issuer;

(c) A corporation which directly or
indirectly controls, or is controlled by,
a corporate issuer;

(d) A controlling shareholder of a
corporation which is the issuer, or
which controls the issuer;

(e) An officer, director, or other em-
ployee of the issuer, of a corporation
controlled by the issuer, or of a cor-
poration which controls the issuer;

(f) A fiduciary of any trust created by
the issuer, by a corporation which con-
trols the issuer, or by a corporation
which is controlled by the issuer; or

(g) A corporation controlled by a per-
son who controls a corporate issuer.

(ii) For purposes of paragraph (b)(3)(i)
of this section, the term control means,
with respect to a corporation, direct or
indirect ownership of 50 percent or
more of the total combined voting
power of all voting stock or 50 percent
or more of the total value of shares of
all classes of stock. If the aggregate
amount of stock in a corporation
owned by an individual and by the
spouse, ancestors, lineal descendants,
brothers and sisters (whether by whole
of half blood) of the individual is 50
percent or more of the total combined
voting power of all voting stock or is 50
percent or more of the total value of
all classes of stock, then each of these
persons shall be considered as the con-
trolling shareholder of the corporation.

(iii) In determining family relation-
ships for purposes of paragraph (b)(3)(i)
of this section, a legally adopted child
of an individual shall be treated as a
child of such individual by blood.

(4) The term issue means all the obli-
gations of a issuer which are offered for
sale on substantially the same terms.
Obligations shall be considered offered
for sale on substantially the same
terms if such obligation would, at the
same time and under the same cir-
cumstances, be traded on the market
at the same price. On the other hand, if
the terms on which obligations are of-
fered for sale differ in such manner as
would cause such obligations to be
traded on the market at different
prices, then such obligations are not
part of the same issue. The following
are examples of terms which, if dif-
ferent, would cause obligations to be
traded on the market at different
prices: (i) Interest rate; (ii) Maturity
date; (iii) Collateral; and (iv) Conver-
sion provisions.

The fact that obligations are offered
for sale on different dates will not pre-
clude such obligations from being part
of the same issue if they all mature on
the same date and if the terms on
which they are offered for sale are oth-
erwise the same, since such obligations
would, at the same time and under the
same conditions, be traded on the mar-
ket at the same price. Obligations shall
not be considered part of the same
issue merely because they are part of
the same authorization or because they
are registered as part of the same issue
with the Securities and Exchange Com-
mission.

[T.D. 7428, 41 FR 34623, Aug. 16, 1976]

§ 1.503(e)–2 Requirements.

(a) In general. The requirements
which must be met under section 503(e)
for an obligation not to be treated as a
loan made without the receipt of ade-
quate security for purposes of section
503(b)(1) are described in paragraphs
(b), (c), and (d) of this section. For pur-
poses of this section, the term employee
trust shall mean any of the three kinds
of organizations described in section
503(a)(1).

(b) Methods of acquisition—(1) In gen-
eral. The employee trust must acquire
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the obligation of the market, by pur-
chase from an underwriter, or by pur-
chase from the issuer, in the manner
described in subparagraph (2), (3), or (4)
of this paragraph.

(2) On the market. (i) An obligation is
acquired on the market when it is pur-
chased through a national securities
exchange which is registered with the
Securities and Exchange Commission,
or when it is purchased in an over-the-
counter transaction. For purposes of
the preceding sentence, securities pur-
chased through an exchange which is
not a national securities exchange reg-
istered with the Securities and Ex-
change Commission shall be treated as
securities purchased in an over-the-
counter transaction.

(ii)(a) If the obligation is listed on a
national securities exchange registered
with the Securities and Exchange Com-
mission, it must be purchased through
such an exchange or in an over-the-
counter transaction at a price not
greater than the price of the obligation
prevailing on such an exchange at the
time of the purchase by the employee
trust.

(b) For purposes of section 503(e), the
price of the obligation prevailing at
the time of the purchase means the
price which accurately reflects the
market value of the obligation. In the
case of an obligation purchased
through a national securities exchange
which is registered with the Securities
and Exchange Commission, the price
paid for the obligation will be consid-
ered the prevailing price of the obliga-
tion. In the case of an obligation pur-
chased in an over-the-counter trans-
action, the prevailing price may be the
price at which the last sale of the obli-
gation was affected on such national
securities exchange immediately before
the employee trust’s purchase of such
obligation on the same day or may be
the mean between the highest and low-
est prices at which sales were effected
on such exchange on the same day or
on the immediately preceding day or
on the last day during which there
were sales of such obligation or may be
a price determined by any other meth-
od which accurately reflects the mar-
ket value of the obligation.

(iii)(a) If the obligation is not listed
on a national securities exchange

which is registered with the Securities
and Exchange Commission, it must be
purchased in an over-the-counter
transaction at a price not greater than
the offering price for the obligation as
established by current bid and asked
prices quoted by persons independent
of the issuer.

(b) For purposes of section 503(e) the
offering price for the obligation at the
time of the purchase means the price
which accurately reflects the market
value of the obligation. The offering
price may be the price at which the
last sale of the obligation to a person
independent of the issuer was effected
immediately before the employee
trust’s purchase of such obligation on
the same day or may be the mean be-
tween the highest and lowest prices at
which sales to persons independent of
the issuer were effected on the same
day or on the last day during which
they were sales of such obligation or
may be a price determinated by any
other method which accurately reflects
the market value of the obligation. The
offering price for an obligation must be
a valid price for the amount of the obli-
gations which the trust is purchasing.
For example, if an employees’ trust de-
scribed in section 503(a)(1)(B) purchases
1,000 bonds of the employer corporation
at the offering price established by cur-
rent prices for a lot of 10 such bonds,
such offering price may not be a valid
price for 1,000 bonds and the purchase
may therefore not meet the require-
ments of this subdivision. For a pur-
chase of an obligation to qualify under
this subdivision, there must be suffi-
cient current prices quoted by persons
independent of the issuer to establish
accurately the current value of the ob-
ligation. Thus, if there are no current
prices quoted by persons independent
of the issuer, an over-the-counter
transaction will not qualify under this
subparagraph even though the obliga-
tion was purchased in an arms’s length
transaction from a person independent
of the issuer.

(iv) For purposes of this section, an
over-the-counter transaction is one not
executed on a national securities ex-
change which is registered with the Se-
curities and Exchange Commission. An
over-the-counter transaction may be
made through a dealer or an exchange
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which is not such a national securities
exchange or may be made directly from
the seller to the purchaser.

(3) From an underwriter. An obligation
may be purchased from an underwriter
if it is purchased at a price not greater
than:

(i) The public offering price for the
obligation as set forth in a prospectus
or offering circular filed with the Secu-
rities and Exchange Commission, or

(ii) The price at which a substantial
portion of the issue including such ob-
ligation is acquired by persons inde-
pendent of the issuer,
whichever is the lesser price. For pur-
poses of this subparagraph, a portion of
the issue will be considered substantial
if the purchasers of such portion by
persons independent of the issuer are
sufficient to establish that fair market
value of the obligations included in
such issue. In determining whether the
purchases are sufficient to establish
the fair market value, all the sur-
rounding facts and circumstances will
be considered, including the number of
independent purchasers, the aggregate
amount purchased by each such inde-
pendent purchaser, and the number of
transactions. In the case of a large
issue, purchases of a small percentage
of the outstanding obligations may be
considered purchases of a substantial
portion of the issue; whereas, in the
case of a small issue, purchases of a
larger percentage of the outstanding
obligations will ordinarily be required.
The requirement in paragraph (b)(3)(ii)
of this section contemplates purchase
of the obligations by persons inde-
pendent of the issuer contempora-
neously with the purchase by the em-
ployee trust. If a substantial portion
has been purchased at different prices,
the price of the portion may be based
on the average of such prices, and if
several substantial portions have been
sold to persons independent of the
issuer, the price of any of the substan-
tial portions may be used for pusposes
of this subparagraph.

(4) From the issuer. An obligation may
be purchased directly from the issuer
at a price not greater than the price
paid currently for a substantial portion
of the same issue by persons inde-
pendent of the issuer. This requirement
contemplates purchase of a substantial

portion of the same issue by persons
independent of the issuer contempora-
neously with the purchase by the em-
ployee trust. For purposes of this sub-
paragraph, a portion of the issue will
be considered substantial if the pur-
chases of such portion by persons inde-
pendent of the issuer are sufficient to
establish the fair market value of the
obligations included in such issue. In
determining whether the purchases are
sufficient to establish the fair market
value, all the surrounding facts and
circumstances will be considered, in-
cluding the number of independent pur-
chasers, the aggregage amount pur-
chased by each such independent pur-
chaser, and the number of trans-
actions. In the case of a large issue,
purchases of a small percentage of the
outstanding obligations may be consid-
ered purchases of a substantial portion
of the issue; whereas, in the case of a
small issue, purchases of a larger per-
centage of the outstanding obligations
will ordinarily be required. The price
paid for a substantial portion of the
issue may be determined in the manner
privided in paragraph (b)(3) of this sec-
tion.

(c) Limitations on holdings of obliga-
tions. (1) Immediately following acqui-
sition of the obligation by the em-
ployee trust:

(i) Not more than 25 percent of the
aggregate amount of the obligations
issued in such issue and outstanding
immediately after acquisition by the
trust may be held by the trust, and

(ii) At least 50 percent of such aggre-
gate amount must be held by persons
independent of the issuer.

(2)(i) For purposes of paragraph (c)(1)
of this section, an obligation is not
considered as outstanding if it is held
by the issuer. For example, if an obli-
gation which has been issued and out-
standing is repurchased and held by the
issuer, without cancellation or retire-
ment, such an obligation is not consid-
ered outstanding.

(ii) For purposes of paragraph (c)(1)
of this section, the amounts of the obli-
gations held by the trust and by per-
sons independent of the issuer shall be
computed on the basis of the face
amount of the obligations.

(d) Limitation on amount invested in
obligations. (1)(i) Immediately following
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acquisition of the obligation, not more
25 percent of the assets of the employee
trust may be invested in all obligations
of all persons described in section
503(b). For purposes of determining the
amount of the trust’s assets which are
invested in obligations of persons de-
scribed in section 503(b) immediately
following acquisition of the obligation,
those obligations shall be valued as fol-
lows:

(a) Those obligations included in the
acquisition in respect of which the per-
centage test in the first sentence of
this subdivision is being applied shall
be valued at their adjusted basis, as
provided in section 1011, relating to ad-
justed basis for determining gain or
loss; and

(b) All other obligations of persons
described in section 503(b) which were
part of the trust’s assets immediately
before the acquisition of the obliga-
tions described in (d)(1)(i)(a) of this
section shall be valued at their fair
market value on the day that the obli-
gations described in (d)(1)(i)(a) of this
section were acquired. For purposes of
determining the total amount of the
assets of the trust (including obliga-
tions of persons described in section
503(b)), there shall be used the fair mar-
ket value of those assets on the day the
obligation is acquired.

(ii) The application of the rules in
paragraph (d)(1)(i) of this section may
be illustrated by the following exam-
ple:

Example. On February 1, 1960, an exempt
employees’ trust described in section 401(a)
purchases unsecured debentures issued by
the employer corporation for $1,000. At the
time of this purchase, such debentures have
a fair market value of $1,200. Immediately
after the purchase of such unsecured deben-
tures, the assets of the trust consist of the
following:

Cost

Fair mar-
ket value
on Feb. 1,

1960

(a) Assets other than obligations
of persons described in sec.
503(b) ......................................... $5,000 $7,800

(b) Obligations of persons de-
scribed in sec. 503(b) acquired
before Feb. 1, 1960 ................... 500 1,000

(c) Unsecured debentures of em-
ployer purchased on Feb. 1,
1960 ........................................... 1,000 1,200

Immediately following acquisition of the
unsecured debentures by the trust, the per-
cent of the assets of the trust that are in-
vested in all obligations of all persons de-
scribed in section 503(b) is computed as fol-
lows:
(1) Obligations of persons described in section

503(b) acquired before Feb. 1, 1960 (valued
at fair market value) ......................................... $1,000

(2) Unsecured debentures of employer pur-
chased on Feb. 1, 1960 (valued at cost) ......... 1,000

(3) Total amount of trust’s assets invested in ob-
ligations of persons described in section
503(b) ((1) plus (2)) .......................................... 2,000

(4) Assets of the trust other than obligations of
persons described in section 503(b) (valued at
fair market value on Feb. 1, 1960) .................. 7,800

(5) Obligations of persons described in section
503(b) acquired before Feb. 1, 1960 (valued
at fair market value on Feb. 1, 1960) .............. 1,000

(6) Unsecured debentures of employer pur-
chased on Feb. 1, 1960 (valued at fair market
value on Feb. 1, 1960) ..................................... $1,200

(7) Total assets of the trust valued at fair market
value on Feb. 1, 1960 (sum of (4), (5), and
(6)) .................................................................... 10,000

(8) Percent of assets of the trust invested in all
obligations of all persons described in section
503(b) immediately following purchase of un-
secured debentures on Feb. 1, 1960 ((3)÷(7),
that is, $2,000÷$10,000) .................................. 20%

(2) In determining for purposes of
subparagraph (1) of this paragraph the
amount invested in obligations of per-
sons described in section 503(b), there
shall be included amounts invested in
any obligations issued by any such per-
son, irrespective of whether the obliga-
tion is secured, and irrespective of
whether the obligation meets the con-
ditions of section 503(e) or section
503(f). Obligations of persons described
in section 503(b) other than the issuer
of the obligation to which section
503(e) applies are also included within
the 25 percent limitation. For example,
if on February 19, 1959, an exempt em-
ployees’ trust described in section
401(a) purchases unsecured debentures
issued by the employer corporation in
a transaction effected on the New York
Stock Exchange, and if immediately
after the purchase 10 percent of the
trust’s assets is invested in such deben-
tures and 20 percent of its assets is in-
vested in a loan made with adequate
security on January 12, 1959, to the
wholly-owned subsidiary of the em-
ployer corporation, then the purchase
of the employer’s debentures will not
qualify under section 503(e), since 30
percent of the trust’s assets are then
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invested in obligations of persons de-
scribed in section 503(b).

(e) Change of terms of an obligation. A
change in terms of an obligation is con-
sidered as the acquisition of a new obli-
gation. If such new obligation is not
adequately secured, the requirements
of section 503(e) must be met at the
time the terms of the obligation are
changed for such section to be applica-
ble to such new loan.

[T.D. 7428, 41 FR 34624, Aug 16, 1976]

§ 1.503(e)–3 Effective dates.
(a) Section 503(e) and §§ 1.503(e)–1 and

1.503(e)–3 are effective in the case of an
employees’ trust described in section
401(a) for taxable years ending after
March 15, 1956. Thus, if during a tax-
able year ending before March 16, 1956,
an employees’ trust made a loan which
meets the requirements of section
503(e), such loan will not be treated as
made without the receipt of adequate
security and will not cause the loss of
exemption for taxable years ending
after March 15, 1956, although such loan
was not considered adequately secured
when made. (However, section 503 does
not apply to organizations described in
section 401(a) not referred to in section
4975(g) (2) or (3) for transactions occur-
ring after December 31, 1974.)

(b)(1) In the case of obligations ac-
quired by an employees’ trust described
in section 401(a) before September 2,
1958, which were held on that date, the
requirements described in paragraphs
(c) and (d) of § 1.503(e)–2 which were not
satisfied immediately following the ac-
quisition shall be treated as satisfied
at that time if those requirements
would have been satisfied had the obli-
gations been acquired on September 2,
1958. For example, on January 3, 1955,
an employees’ trust described in sec-
tion 401(a) purchased through the New
York Stock Exchange unsecured deben-
tures issued by the employer corpora-
tion. Under section 503(e) the acquisi-
tion of such debentures by the trust
will not be treated for taxable years
ending after March 15, 1956, as a loan
made without the receipt of adequate
security if the debentures were held by
the employees’ trust on September 2,
1958, and if the requirements of para-
graphs (c) and (d) of § 1.503(e)–2 which
were not met on January 3, 1955, were

met on September 2, 1958, as if that
date were the date of acquisition.

(2) In the case of obligations acquired
before September 2, 1958, which were
not held by the employees’ trust de-
scribed in section 401(a) on that date,
only the requirements described in
paragraph (b) of § 1.503(e)–2 must be sat-
isfied for section 503(e) to be applicable
to such acquisition. For example, if on
December 5, 1956, an employees’ trust
lent money to the employer corpora-
tion by purchasing a debenture issued
by the employer and if the trust sold
the debenture on August 1, 1958, such
loan would not be treated as made
without the receipt of adequate secu-
rity if the requirement described in
paragraph (b) of § 1.503(e)–2 was met on
December 5, 1956.

(c) Section 503(e) and §§ 1.503(e)–1 and
1.503(e)–2 are effective in the case of
trusts described in section 501(c)(17)
with respect to loans made, renewed,
or, in the case of demand loans, contin-
ued after December 31, 1959, and in the
case of trusts described in section
501(c)(18) with respect to loans made,
renewed or, in the case of demand
loans, continued after December 31,
1969.

(d) See paragraph (b)(2) of § 1.503(b)–1
for the effective dates for the applica-
tion of the definition of adequate secu-
rity.

[T.D. 7428, 41 FR 34626, Aug. 16, 1976]

§ 1.503(e)–4 Disallowance of charitable
deductions for certain gifts made
before January 1, 1970.

Paragraphs (a), (b), and (c) of this
section shall apply only to gifts or con-
tributions made before January 1, 1970,
to an organization described in section
501(c)(3). For rules relating to the de-
nial of deductions with respect to gifts
or contributions made after December
31, 1969, see § 1.503(c)–1(d).

(a) No gift or contribution which
would otherwise be allowable as a char-
itable or other deductions under sec-
tion 170, 642(c), or 545(b)(2) shall be al-
lowed as a deduction if made to an or-
ganization described in section 501(c)(3)
which at the time the gift or contribu-
tion is made is not exempt under sec-
tion 501(a) by reason of the provisions
of section 503.
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(b) If an organization which is de-
scribed in section 501(c)(3) is not ex-
empt because it engaged in a prohib-
ited transaction involving a substan-
tial part of its income of corpus with
the purpose of diverting its income or
corpus from its exempt purposes, and if
the organization receives a gift or con-
tribution during, or prior to, its tax-
able year in which such prohibited
transaction occurred, then a deduction
by the donor with respect to the gift or
contribution shall not be disallowed
under section 503(b) unless the donor
(or any member of his family if the
donor is an individual) is a party to
such prohibited transaction. For the
purpose of the preceding sentence fam-
ily is defined in section 267(c)(4) and in-
cludes brothers and sisters, whether by
whole or half blood, spouse, ancestors,
and lineal descendants. See the regula-
tions under section 267(c).

(c) The application of § 1.503(e)–4 may
be illustrated by the following exam-
ple:

Example. In 1954, Corporation M, which
files its income tax returns on the calendar
year basis, creates a foundation purportedly
for charitable purposes and deducts from its
gross income for that year the amount of the
gift to the foundation. Corporation M makes
additional gifts to this foundation in 1955,
1956, and 1957, and takes charitable deduc-
tions for such years. B, an individual, also
contributes to the foundation in 1955, 1956,
and 1957, and takes charitable deductions for
such years. In 1955, the foundation com-
mences purposely to divert its corpus to the
benefit of Corporation M, and a substantial
amount of such corpus is so diverted by the
close of the taxable year 1956. For 1955 and
subsequent taxable years, the exemption al-
lowed the foundation as an organization de-
scribed in section 501(c)(3) is denied by rea-
son of the provisions of section 503(a). Both
Corporation M and individual B would be dis-
allowed any deduction for the contributions
made during 1957 to the foundation. More-
over, the charitable deductions taken by
Corporation M for contributions to the foun-
dation in the years 1955 and 1956 would also
be disallowed since Corporation M was a
party to the prohibited transactions. If the
facts and surrounding cuircumstances indi-
cate that the contribution in 1954 by Cor-
poration M was for the purpose of the prohib-
ited transaction, then the charitable deduc-
tion for the year 1954 shall also be disallowed
with respect to Corporation M, since the pro-
hibited transaction would then have com-
menced with the making of such contribu-
tion and the exemption allowed the founda-

tion would then be denied for 1954 by reason
of the provisions of § 1.503(e)–4. B’s deduc-
tions for his contributions for the years 1955
and 1956 will not be disallowed since he was
not a party to the prohibited transaction.

[T.D. 7428, 41 FR 34626, Aug. 16, 1976]

§ 1.503(f)–1 Loans by employers who
are prohibited from pledging assets.

(a) In general. (1) Section 503(f) pro-
vides that section 503(b)(1) shall not
apply to a loan made to the employer
by an employees’ trust described in
section 401(a) if the loan bears a rea-
sonable rate of interest and certain
conditions are met. Section 503(f) also
applies to the renewal of loans to the
employer and, in the case of demand
loans, to the continuation of such
loans.

(2) The provisions of section 503(f) do
not limit the effect of section 401(a)
and § 1.401–2, relating to use or diver-
sion of corpus or income of an employ-
ees’ trust, or the effect of any of the
provisions of section 503 other than
section 503(b)(1). Consequently, al-
though a loan made by an employees’
trust described in section 503(a)(1)(B)
meets all the requirements of section
503(f) and therefore is not treated as a
loan made without the receipt of ade-
quate security, an employees’ trust
making such a loan will lose its exempt
status if the loan is not considered as
made for the exclusive benefit of the
employees or their beneficiaries. Simi-
larly, a loan which meets the require-
ments of section 503(f) will constitute a
prohibited transaction within the
meaning of section 503(b)(6) if it results
in a substantial diversion of the trust’s
income or corpus to a person described
in section 503(b).

(b) Conditions. (1) Section 503(f) ap-
plies to a loan only if, with respect to
the making or renewal of the loan, the
conditions described in paragraphs (b)
(2), (3), and (4) of this section are met.
For purpose of this paragraph, the
mere continuance of a demand loan is
not considered as the making or re-
newal of such a loan.

(2) The employer must be prohibited
(at the time of the making or renewal
of the loan) by any law of the United
States or regulations thereunder from
directly or indirectly pledging, as secu-
rity for such a loan, a particular class
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or classes of his assets the value of
which (at such time) represents more
than one-half of the value of all his as-
sets. If a loan is made or renewed when
the employer is prohibited by a law of
the United States (or the regulations
thereunder) from pledging a class of his
assets, the qualification of such a loan
under section 503(f) will not be affected
by a subsequent change in such law or
regulations permitting the employer to
pledge such assets, unless such loan is
renewed after such change. See section
8(a) of the Securities Exchange Act of
1934, as amended (15 U.S.C. 78h(a)),
which prohibits certain persons from
pledging a class of assets as security
for loans, and 12 CFR 220.5(a) (credit by
brokers, dealers, and members of na-
tional securities exchanges).

(3) The making or renewal, as the
case may be, must be approved in writ-
ing as an investment which is con-
sistent with the exempt purposes of the
trust by a trustee who is independent
of the employer, and such written ap-
proval must not have been previously
refused by any other such trustee. A
trustee is independent of the employer,
for purposes of this subparagraph, if he
is entirely free of influence or con-
trolled by the employer. For example,
if the employer is a partnership, then a
partner in such partnership, or a mem-
ber of a partner’s family would not be
considered independent of the em-
ployer. Similarly, an employee of the
employer would not be considered inde-
pendent of the employer. For purposes
of this subparagraph, the term trustee
means, with respect to any trust for
which there are two trustees who are
independent of the employer, both of
such trustees and, with respect to any
trust for which there are more than
two such independent trustees, a ma-
jority of the trustees independent of
the employer.

(4)(i) Immediately following the mak-
ing or renewal, as the case may be, the
aggregate amount lent by the trust to
the employer, without the receipt of
adequate security must not exceed 25
percent of the value of all the assets of
the trust.

(ii) For purposes of paragraph (b)(4)(i)
of this section, the determination as to
whether any amount lent by the trust
to the employer is a loan made without

the receipt of adequate security shall
be made without regard to section
503(e). Thus, if an employees’ trust
makes a loan on January 2, 1959, to the
employer without adequate security
(but which loan is not considered as
made without adquate security under
section 503(e)), and if immediately
after making such loan 10 percent of
the value of all its assets is invested in
such loan, then the trust may on that
day invest not more than an additional
15 percent of its assets in a loan which
would be considered made without ade-
quate security if it were not for the
provisions of section 503(f).

(iii) For purposes of paragraph
(b)(4)(i) of this section, in determining
the value of all the assets of the trust,
there shall be used the fair market
value of those assets on the day of the
making or renewal.

(c) Reasonable rate of interest. Section
503(f) only applies if, in addition to
meeting the conditions described in
paragraph (b) of this section, the loan
bears a reasonable rate of interest
when it is made, renewed, or, in the
case of demand loans, during the period
of its existence.

(d) Change of terms of loan. A change
in the terms of a loan (including a re-
duction in the security for a loan) is
considered as the making of a new
loan. If such a new loan is not ade-
quately secured, the requirements of
section 503(f) must be met at the time
the terms of the loan are changed for
such section to be applicable to such
new loan.

(e) Effective date. (1) This section and
section 503(f) are effective for taxable
years ending after September 2, 1958,
but only with respect to periods after
such date. Thus, if a loan was made on
or before September 2, 1958, without
the receipt of adequate security and if,
when such loan was made, it met all of
the requirements of section 503(f) and
this section, then the loan is not sub-
ject to section 503(b)(1) after Sep-
tember 2, 1958, and would not consitite
a prohibited transaction after that
date because of a lack of adequate se-
curity.

(2) See paragraph (b)(2) of § 1.503(b)–1
for the effective dates for application
of the definition of adequate security.

[T.D. 7428, 41 FR 34626, Aug. 16, 1976]
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§ 1.504–1 Attempts to influence legisla-
tion; certain organizations formerly
described in section 501(c)(3) de-
nied exemption.

Section 504(a) and this section apply
to an organization that is exempt from
taxation at any time after October 4,
1976, as an organization described in
section 501(c)(3), and that ceases to be
described in that section because it—

(a) Is an action organization within
the meaning of § 1.501(c)(3)–1(c)(3)(ii) or
(iv), on account of activities occurring
after October 4, 1976, or

(b) Is denied exemption under the
provisions of section 501(h) (see
§ 1.501(h)–3 or § 56.4911–9).

This section does not apply, however,
to an organization that was described
in section 501(h)(5) and § 1.501(h)–2(b)(3)
(relating generally to churches) for its
taxable year immediately preceding
the first taxable year for which it is no
longer an organization described in sec-
tion 501(c)(3). An organization to which
section 504(a) and this section apply
shall not be treated as described in sec-
tion 501(c)(4) at any time after the or-
ganization ceases to be described in
section 501(c)(3). Further, an organiza-
tion denied treatment as an organiza-
tion described in section 501(c)(4) under
this section may not be treated as an
organization described in section 501(c)
other than as an organization described
in section 501(c)(3). For rules relating
to recognition of exemption after ex-
emption is denied under section 501(h),
§ 1.501(h)–3(d).

[T.D. 8308, 55 FR 35592, Aug. 31, 1990]

§ 1.504–2 Certain transfers made to
avoid section 504(a).

(a) Scope. Under section 504(b), a
transfer described in paragraph (b) or
(c) of this section to an organization
exempt from tax under section 501(a)
may result in loss of exemption by the
transferee unless the Commissioner de-
termines, under paragraph (e) of this
section, that the original transfer did
not effect an avoidance of section
504(a). For purposes of this section, the
term transfer includes any use by, or
for the benefit of, the recipient of the
transfer, but does not include any
transfer made for adequate and full
consideration.

(b) Transferor and transferee commonly
controlled—(1) Loss of exemption. A
transfer is described in this paragraph
(b) if it is described in paragraphs (b)(2)
through (b)(6). The transferee of a
transfer described in this paragraph
will cease to be exempt from tax under
section 501(a), unless the provisions of
paragraph (e) of this section apply.

(2) Transferor organization. A transfer
is described in this paragraph (b)(2)
only if it is from an organization
that—

(i) Is or was described in section
501(c)(3), but not in section 501(h)(5),
and

(ii) Is determined to be an ‘‘action’’
organization (as defined in § 1.501(c)(3)–
1(c)(3)(ii) or (iv)), or is denied exemp-
tion from tax by reason of section
501(h) and either § 1.501(h)–3 or § 56.4911–
9.

(3) Transferor and transferee commonly
controlled. A transfer is described in
this paragraph (b)(3) only if, at the
time of the transfer or at any time dur-
ing the transferee’s ten taxable years
following the year in which the trans-
fer was made, the transferee is con-
trolled (directly or indirectly), as de-
fined in paragraph (f) of this section,
by the same person or persons who con-
trol the transferor.

(4) Time of transfer. A transfer is de-
scribed in this paragraph (b)(4) only if
the transfer is made—

(i) After the date that is 24 months
before the earliest of the effective date
of the determination under section
501(h) that the transferor is not ex-
empt, the effective date of the Commis-
sioner’s determination that the trans-
feror is an ‘‘action’’ organization (as
defined in § 1.501(c)(3)(ii) or (iv)), or the
date on which the Commissioner pro-
poses to treat it as no longer described
in section 501(c)(3), and

(ii) Before the transferor again is rec-
ognized as an organization described in
section 501(c)(3).

(5) Transferee. A transfer is described
in this paragraph (b)(5) only if the
transferee is exempt from tax under
section 501(a) but the transferee is nei-
ther—

(i) An organization described in sec-
tion 501(c)(3), nor
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(ii) An organization described in sec-
tion 401(a) to which the transferor con-
tributes as an employer.

(6) Amount of transfer. A transfer is
described in this paragraph (b)(6) only
if the amount of the transfer exceeds
the lesser of 30 percent of the net fair
market value of the transferor’s assets
or 50 percent of the net fair market
value of the transferee’s assets, com-
puted immediately before the transfer.
For purposes of this paragraph (b)(6)—

(i) The amount of a transfer by a
transferor is the sum of the amounts
transferred to any number of trans-
ferees in any number of transfers, all of
which are described in paragraphs (b)(2)
through (b)(5) of this section, and the
time of the transfer is the time of the
first transfer so taken into account;
and

(ii) The amount of a transfer to a
transferee is the sum of the amounts
transferred by a transferor to the
transferee in any number of transfers,
all of which are described in para-
graphs (b)(2) through (b)(5) of this sec-
tion, and the time of the transfer is the
time of the first transfer so taken into
account.

(c) Other transfers—(1) Transfers in-
cluded. A transfer is described in this
paragraph (c) if it would be described in
paragraph (b) of this section except
that either—

(i) The amount of the transfer is less
than the amount determined in para-
graph (b)(6) of this section, or

(ii) The transferor and transferee are
not commonly controlled as described
in paragraph (b)(3) of this section, or

(iii) The transferee is an organization
described in sections 501(c)(3) and
501(h)(4).

(2) Loss of exemption. The transferee
of a transfer described in this para-
graph (c) will cease to be exempt under
section 501(a) if the Commissioner de-
termines on all the facts and cir-
cumstances that the transfer effected
an avoidance of section 504(a). In deter-
mining whether a transfer effected an
avoidance of section 504(a), the Com-
missioner may consider whether the
transferee engages, or has engaged, in
attempts to influence legislation and
may also consider any factors enumer-
ated in paragraph (e) of this section.

(d) Date of loss of exempt status. A
transferee of a transfer described in
paragraph (b), (c)(1)(ii), or (c)(1)(iii) of
this section will cease to be exempt
from tax under section 501(a) on the
date that all requirements of para-
graph (b), (c)(1)(ii), or (c)(1)(iii) (other
than the determination by the Com-
missioner) are satisfied. A transferee of
a transfer described in paragraph
(c)(1)(i) of this section will cease to be
exempt from tax under section 501(a)
on the date of the last transfer pre-
ceding notification of the transferee
that the Commissioner proposes to
treat the transferee as other than an
exempt organization.

(e) Transfers not in avoidance of section
504(a). Notwithstanding paragraph (b)
of this section, if, based on all the facts
and circumstances, the Commissioner
determines that a transfer described in
paragraph (b) did not effect an avoid-
ance of section 504(a), the transferee
will not be denied exemption from tax
by reason of section 504(b) and this sec-
tion. In making the determination
called for in the preceding sentence,
the Commissioner may consider all rel-
evant factors including:

(1) Whether enforceable and effective
conditions on the transfer preclude use
of any of the transferred assets for any
purpose that, if it were a substantial
part of an organization’s activities,
would be inconsistent with exemption
as an organization described in section
501(c)(3);

(2) In the absence of conditions de-
scribed in paragraph (e)(1) of this sec-
tion, whether the transferred assets are
used exclusively for purposes that are
consistent with the transferor’s exemp-
tion as an organization described in
section 501(c)(3);

(3) Whether the assets transferred
would be describe in § 53.4942(a)(–2(c)(3)
before, as well as after, the transfer if
both the transferor and transferee were
private foundations;

(4) Whether and to what extent the
transfer would satisfy the provisions of
§ 1.507–2(a) (7) and (8) if the transferor
were a private foundation;

(5) Whether all of the transferred as-
sets have been expended during a pe-
riod when the transferee was not con-
trolled (directly or indirectly) by the
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same person or persons who controlled
the transferor; and

(6) Whether the entire amount of the
transferred assets were in turn trans-
ferred, before the close of the trans-
feree’s taxable year following the tax-
able year in which the transferred as-
sets were received, to one or more or-
ganizations described in section
507(b)(1)(A) none of which are con-
trolled (directly or indirectly) by the
same persons who control either the
original transferor or transferee.

(f) Control. For purposes of section 504
and the regulations thereunder—

(1) The transferor will be presumed to
control any organization with which it
is affiliated within the meaning of
§ 56.4911–7(a), or would be if both orga-
nizations were described in section
501(c)(3), and

(2) The transferee will be treated as
controlled (directly of indirectly) by
the same person or persons who control
the transferor if the transferee would
be treated as controlled under
§ 53.4942(a)–3(a)(3), for which purpose
the transferor shall be treated as a pri-
vate foundation.

[T.D. 8308, 55 FR 35592, Aug. 31, 1990]

§ 1.505(c)–1T Questions and answers
relating to the notification require-
ment for recognition of exemption
under paragraphs (9), (17) and (20)
of Section 501(c) (temporary).

Q–1: What does section 505(c) of the Inter-
nal Revenue Code provide?

A–1: Section 505(c) provides that an organi-
zation will not be recognized as exempt
under section 501(c)(9) as a voluntary em-
ployees’ beneficiary association, under sec-
tion 501(c)(17) as a trust forming part of a
plan providing for the payment of supple-
mental unemployment compensation bene-
fits, or under section 501(c)(20) as a trust
forming part of a qualified group legal serv-
ices plan unless notification is given to the
Internal Revenue Service. The notification
required of a trust created pursuant to sec-
tion 501(c)(20) and forming part of a qualified
group legal services plan is set forth in Q&A–
2. The notification required of an organiza-
tion organized after July 18, 1984, and apply-
ing for exempt status as an organization de-
scribed in section 501(c) (9) or (17) is set forth
in Q&A–3 through Q&A–8. The notification
required of an organization organized on or
before July 18, 1984, and claiming exemption
as an organization described in section 501(c)
(9) or (17) is set forth in Q&A–9 through Q&A–

11. However, an organization that has pre-
viously notified the Internal Revenue Serv-
ice of its claim to exemption under section
501(c) (9), (17), or (20) or its claim to exemp-
tion under those sections pursuant to an-
other provision of the Code, is not required,
under section 505(c), to submit a renotifica-
tion (See Q&A–2 and Q&A–12).

SECTION 501(C)(20) TRUSTS

Q–2: What is the notice required of a trust
created pursuant to section 501(c)(20) and
forming part of a qualified group legal serv-
ices plan under section 120?

A–2: (a) A trust claiming exemption as an
organization described in section 501(c)(20)
will be recognized as exempt if the exclusive
function of the trust is to form part of a
qualified group legal services plan or plans.
Exemption of the trust under section
501(c)(20) will generally be dependent upon
and coextensive with recognition of the plan
as a qualified group legal services plan.
Therefore, a trust organized pursuant to sec-
tion 501(c)(20) after July 18, 1984, need not
file a separate notice with the Internal Rev-
enue Service of its claim to exemption be-
cause the notice required by section 120(c)(4)
will suffice for purposes of section 505(c),
provided a copy of the trust instrument is
filed with the Form 1024 submitted by the
group legal services plan. If the trust instru-
ment has not been filed with the Form 1024
submitted by the group legal services plan,
the trust must comply with (and exemption
will be dependent upon) the filing applicable
to a trust organized on or before July 18,
1984. For the notice required and effective
dates of exemption of a qualified group legal
services plan under section 120, see § 1.120–3.

(b) A trust organized on or before July 18,
1984, that claims exempt status as a trust de-
scribed in section 501(c)(20) and that forms
part of a qualified group legal services plan
which has been recognized as exempt under
section 120, must file a copy of its trust in-
strument with the Internal Revenue Service
before February 4, 1987. If a copy of the trust
instrument is filed within the time provided,
the trust’s exemption will be recognized
retroactively to the date the qualified group
legal services plan was recognized as exempt
under section 120. However, if a copy of the
trust instrument is filed after the time pro-
vided, exemption will be recognized only for
the period after the copy of the trust instru-
ment is filed with the Internal Revenue
Service. See Q&A–7 for a further discussion
of date of filing. A trust that has previously
filed a copy of its trust instrument with the
Service need not refile that document.

SECTION 501(C)(9) AND (17) ORGANIZATIONS
ORGANIZED AFTER JULY 18, 1984

Q–3: What is the notice required of an orga-
nization or trust, organized after July 18,
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1984, that is applying for recognition of tax
exempt status under section 501(c) (9) or (17)?

A–3: An organization or trust that is orga-
nized after July 18, 1984, will not be treated
as described in paragraphs (9) or (17) of sec-
tion 501(c), unless the organization notifies
the Internal Revenue Service that it is ap-
plying for recognition of exemption. In addi-
tion, unless the required notice is given in
the manner and within the time prescribed
by these regulations, an organization will
not be treated as exempt for any period be-
fore the giving of the required notice. The
notice is filed by submitting a properly com-
pleted and executed Form 1024, ‘‘Application
for Recognition of Exemption Under Section
501(a) or for Determination Under Section
120’’ together with the additional informa-
tion required under Q&A–4 and Q&A–5. The
notice is filed with the district director for
the key district in which the organization’s
principal place of business or principal office
is located.

The notice may be filed by either the plan
administrator (as defined in section 414(g))
or the trustee. The Internal Revenue Service
will not accept a Form 1024 for any organiza-
tion or trust before such entity has been or-
ganized.

Q–4: What information, in addition to the
information required by Form 1024, must be
submitted by an organization or trust seek-
ing recognition of exemption under section
501(c) (9) or (17)?

A–4: A notice will not be considered com-
plete unless, in addition to a properly com-
pleted and executed Form 1024, the organiza-
tion or trust submits a full description of the
benefits available to participants under sec-
tion 501(c) (9) or (17). Moreover, both the
terms and conditions of eligibility for mem-
bership and the terms and conditions of eli-
gibility for benefits must be set forth. This
information may be contained in a separate
document, such as a plan document, or it may
be contained in the creating document of the
entity (e.g., the articles of incorporation or
association, or a trust indenture). For bene-
fits provided through a policy or policies of
insurance, all such policies must be included
with the notice. Where individual policies of
insurance are provided to the participants,
single exemplar copies, typical of policies
generally issued to participants, are accept-
able, provided they adequately describe all
forms of insurance available to participants.
In providing a full description of the benefits
available, the benefits provided must be suf-
ficiently described so that each benefit is
definitely determinable. A benefit is defi-
nitely determinable if the amount of the
benefit, its duration, and the persons eligible
to receive it are ascertainable from the plan
document or other instrument. Thus, a ben-
efit is not definitely determinable if the
rules governing either its amount, its dura-
tion, or its recipients are not ascertainable

from the plan document or other instrument
but are instead subject to the discretion of a
person or committee. Likewise, a benefit is
not definitely determinable if the amount
for any individual is based upon a percentage
share of any item that is within the discre-
tion of the employer. However, a disability
benefit will not fail to be considered defi-
nitely determinable merely because the de-
termination of whether an individual is dis-
abled is made under established guidelines
by an authorized person or committee.

Q–5: What is the notice required of collec-
tively bargained plans?

A–5: If an organization or trust claiming
exemption under section 501(c) (9) or (17) is
organized and maintained pursuant to a col-
lective bargaining agreement between em-
ployee representatives and one or more em-
ployer, only one Form 1024 is required to be
filed for the organization or trust, regardless
of the number of employers originally par-
ticipating in the agreement. Moreover, once
a Form 1024 is filed pursuant to a collective
bargaining areement, an additional Form
1024 is not required to be filed by an em-
ployer who thereafter participates in that
agreement. When benefits are provided pur-
suant to a collective bargaining agreement,
the notice will not be considered complete
unless, in addition to a properly completed
and executed Form 1024, a copy of the collec-
tive bargaining agreement is also submitted
together with the additional information de-
lineated in Q&A–4.

Q–6: When must the required notice be filed
by an organization or trust, organized after
July 18, 1984, that seeks recognition of ex-
emption under section 501(c) (9) or (17)?

A–6: An organization or trust applying for
exemption must file the required notice by
the later of February 4, 1987 or 15 months
from the end of the month in which the orga-
nization or trust was organized. An exten-
sion of time for filing the required notice
may be granted by the district director if the
request is submitted before the end of the ap-
plicable period and it is demonstrated that
additional time is needed.

Q–7: What is the effective date of exemp-
tion for a new organization or trust, orga-
nized after July 18, 1984, that has submitted
the required notice?

A–7: If the required notice is filed within
the time provided by these regulations, the
organization’s exemption will be recognized
retroactively to the date the organization
was organized, provided its purpose, organi-
zation and operation (including compliance
with the applicable nondiscrimination re-
quirements) during the period prior to the
date of the determination letter are in ac-
cordance with the applicable law. However,
if the required notice is filed after the time
provided by these regulations, exemption
will be recognized only for the period after
the application is filed with the Internal
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Revenue Service. The date of filing is the
date of the United States postmark on the
cover in which an exemption application is
mailed or, if no postmark appears on the
cover, the date the application is stamped as
received by the Service. If an extension for
filing the required notice has been granted to
the organization, a notice filed on or before
the last day specified in the extension will be
considered timely and not the otherwise ap-
plicable date under Q&A–6.

Q–8: What is the effect on exemption of the
filing of an incomplete notice?

A–8: Although a properly completed and
executed Form 1024 together with the re-
quired additional information (See Q&A–4
and Q&A–5) must be submitted to satisfy the
notice required by section 505(c), the failure
to file, within the time specified, all of the
information necessary to complete such no-
tice will not alone be sufficient to deny rec-
ognition of exemption from the date of orga-
nization to the date the completed informa-
tion is submitted to the Service. If the no-
tice which is filed with the Service within
the required time is substantially complete,
and the organization supplies the necessary
additional information requested by the
Service within the additional time allowed,
the original notice will be considered timely.
However, if the notice is not substantially
complete or the additional information is
not provided within the additional time al-
lowed, exemption will be recognized only
from the date of filing of the additional in-
formation.

SECTION 501(C)(9) AND (17) ORGANIZATIONS
ORGANIZED ON OR BEFORE JULY 18, 1984

Q–9: What is the notice required of an orga-
nization or trust organized on or before July
18, 1984, that claims exempt status as an or-
ganization described in section 501(c) (9) or
(17)?

A–9: Section 505(c) provides a special rule
for existing organizations and trusts orga-
nized on or before July 18, 1984. Such an or-
ganization or trust will not be treated as de-
scribed in paragraphs (9) or (17) of section
501(c) unless the organization or trust noti-
fies the Internal Revenue Service in the
manner and within the time prescribed in
these regulations that it is claiming exemp-
tion under the particular section. The type
of notice, the manner for filing that notice,
and the additional information required is
the same as that set forth in Q&A–3 through
Q&A–5 for new organizations.

Q–10: When must the required notice be
filed by an organization or trust organized
on or before July 18, 1984?

A–10: An organization or trust organized on
or before July 18, 1984, that claims exempt
status as an organization described in sec-
tion 501(c) (9) or (17), must file the required
notice before February 4, 1987. An extension
of time for filing the required notice may be

granted by the district director if the re-
quest is submitted before the due date of the
notice and it is demonstrated that additional
time is needed.

Q–11: What is the effective date of exemp-
tion for an organization or trust organized
on or before July 18, 1984, that has submitted
the required notice?

A–11: If the required notice is filed within
the time provided by these regulations, the
organization’s exemption will be recognized
retroactively to the date the organization
was organized, provided its purpose, organi-
zation and operation (including compliance
with the applicable nondiscrimination re-
quirements) during the period prior to the
date of the determination letter are in ac-
cordance with the applicable law. If, on the
other hand, the required notice is filed after
the time provided by these regulations, ex-
emption will be recognized only for the pe-
riod after the notice is received by the Inter-
nal Revenue Service. See Q&A–7 for a further
discussion of date of filing. See also Q&A–8
for the effect on exemption of a notice that
has been timely filed but is incomplete.

EXCEPTIONS TO NOTICE REQUIREMENT

Q–12: Are any organizations or trusts
claiming recognition of exemption as an or-
ganization described in section 501(c) (9) or
(17) excepted from the notice requirement of
section 505(c)?

A–12: An organization or trust that has
previously notified the Internal Revenue
Service of its claim to exemption by filing
Form 1024 is not required, under section
505(c), to renotify the Service. Thus, an orga-
nization that has filed a Form 1024 that is
pending with the Service need not refile that
form. Also, an organization that has received
a ruling or determination letter from the
Service recognizing its exemption from tax-
ation need not submit the notification re-
quired by section 505(c).

[T.D. 8073, 51 FR 4330, Feb. 4, 1986]

EXEMPT ORGANIZATIONS

PRIVATE FOUNDATIONS

§ 1.507–1 General rule.

(a) In general. Except as provided in
§ 1.507–2, the status of any organization
as a private foundation shall be termi-
nated only if:

(1) Such organization notifies the dis-
trict director of its intent to accom-
plish such termination, or

(2)(i) With respect to such organiza-
tion, there have been either willful re-
peated acts (or failures to act), or a
willful and flagrant act (or failure to
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act), giving rise to liability for tax
under chapter 42, and

(ii) The Commissioner notifies such
organization that, by reason of subdivi-
sion (i) of this subparagraph, such or-
ganization is liable for the tax imposed
by section 507(c),
and either such organization pays the
tax imposed by section 507(c) (or any
portion not abated under section 507(g))
or the entire amount of such tax is
abated under section 507(g).

(b) Termination under section 507(a)(1).
(1) In order to terminate its private
foundation status under paragraph
(a)(1) of this section, an organization
must submit a statement to the dis-
trict director of its intent to terminate
its private foundation status under sec-
tion 507(a)(1). Such statement must set
forth in detail the computation and
amount of tax imposed under section
507(c). Unless the organization requests
abatement of such tax pursuant to sec-
tion 507(g), full payment of such tax
must be made at the time the state-
ment is filed under section 507(a)(1). An
organization may request the abate-
ment of all of the tax imposed under
section 507(c), or may pay any part
thereof and request abatement of the
unpaid portion of the amount of tax as-
sessed. If the organization requests
abatement of the tax imposed under
section 507(c) and such request is de-
nied, the organization must pay such
tax in full upon notification by the In-
ternal Revenue Service that such tax
will not be abated. For purposes of sub-
title F of the Code, the statement de-
scribed in this subparagraph, once
filed, shall be treated as a return.

(2) Termination of private foundation
status under section 507(a)(1) does not
relieve a private foundation, or any
disqualified person with respect there-
to, of liability for tax under chapter 42
with respect to acts or failures to act
prior to termination or for any addi-
tional taxes imposed for failure to cor-
rect such acts or failures to act. See
subparagraph (8) of this paragraph as
to the possible imposition of transferee
liability in cases not involving termi-
nation of private foundation status.

(3) In the case of an organization
which has terminated its private foun-
dation status under section 507(a) and
continues in operation thereafter, if

such organization wishes to be treated
as described in section 501(c)(3), then
pursuant to section 509(c) and § 1.509(c)–
1 such organization must apply for rec-
ognition of exemption as an organiza-
tion described in section 501(c)(3) in ac-
cordance with the provisions of section
508(a).

(4) See § 53.4947–1(c)(7) of this chapter
as to the application of section 507(a)
to certain split-interest trusts.

(5) For purposes of section 508(d)(1),
the Internal Revenue Service shall
make notice to the public (such as by
publication in the Internal Revenue
Bulletin) of any notice received from a
private foundation pursuant to section
507(a)(1) or of any notice given to a pri-
vate foundation pursuant to section
507(a)(2).

(6) If a private foundation transfers
all or part of its assets to one or more
other private foundations (or one or
more private foundations and one or
more section 509(a) (1), (2), (3), or (4) or-
ganizations) pursuant to a transfer de-
scribed in section 507(b)(2) and § 1.507–
3(c), such transferor foundation will
not have terminated its private founda-
tion status under section 507(a)(1). See
§ 1.507–3, however, for the special rules
applicable to private foundations par-
ticipating in section 507(b)(2) transfers.

(7) Neither a transfer of all of the as-
sets of a private foundation nor a sig-
nificant disposition of assets (as de-
fined in § 1.507–3(c)(2)) by a private
foundation (whether or not any portion
of such significant disposition of assets
is made to another private foundation)
shall be deemed to result in a termi-
nation of the transferor private founda-
tion under section 507(a) unless the
transferor private foundation elects to
terminate pursuant to section 507(a)(1)
or section 507(a)(2) is applicable. Thus,
if a private foundation transfers all of
its assets to one or more persons, but
less than all of its net assets to one or
more organizations described in sec-
tion 509(a)(1) which have been in exist-
ence and so described for a continuous
period of 60 calendar months, for pur-
poses of this paragraph such transferor
foundation will not be deemed by rea-
son of such transfer to have terminated
its private foundation status under sec-
tion 507 (a) or (b) unless section
507(a)(2) is applicable. Such foundation
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will continue to be treated as a private
foundation for all purposes. For exam-
ple, if a private foundation transfers all
of its net assets to a section 509(a)(2)
organization in 1971 and receives a be-
quest in 1973, the bequest will be re-
garded as having been made to a pri-
vate foundation and the foundation
will be subject to the provisions of
chapter 42 with respect to such funds.
If a private foundation makes a trans-
fer of all of its net assets to a section
509(a) (2) or (3) organization, for exam-
ple, it must retain sufficient income or
assets to pay the tax imposed under
section 4940 for that portion of its tax-
able year prior to such transfer. For
additional rules applicable to a trans-
fer by a private foundation of all of its
net assets to a section 509(a)(1) organi-
zation which has not been in existence
and so described for a continuous pe-
riod of 60 calendar months, see § 1.507–
3(e).

(8) If a private foundation makes a
transfer described in subparagraph (7)
of this paragraph and prior to, or in
connection with, such transfer, liabil-
ity for any tax under chapter 42 is in-
curred by the transferor foundation,
transferee liability may be applied
against the transferee organization for
payment of such taxes. For purposes of
this subparagraph, liability for any tax
imposed under chapter 42 for failure to
correct any act or failure to act shall
be deemed incurred on the date on
which the act or failure to act giving
rise to the initial tax liability oc-
curred.

(9) A private foundation which trans-
fers all of its net assets is required to
file the annual information return re-
quired by section 6033, and the founda-
tion managers are required to file the
annual report of a private foundation
required by section 6056, for the taxable
year in which such transfer occurs.
However, neither such foundation nor
its foundation managers will be re-
quired to file such returns for any tax-
able year following the taxable year in
which the last of any such transfers oc-
curred, if at no time during the subse-
quent taxable years in question the
foundation has either legal or equitable
title to any assets or engages in any
activity.

(c) Involuntary termination under sec-
tion 507(a)(2). (1) For purposes of sec-
tion 507(a)(2)(A), the term willful re-
peated acts (or failures to act) means at
least two acts or failures to act both of
which are voluntary, conscious, and in-
tentional.

(2) For purposes of section
507(a)(2)(A), a willful and flagrant act (or
failure to act) is one which is volun-
tarily, consciously, and knowingly
committed in violation of any provi-
sion of chapter 42 (other than section
4940 or 4948(a)) and which appears to a
reasonable man to be a gross violation
of any such provision.

(3) An act (or failure to act) may be
treated as an act (or failure to act) by
the private foundation for purposes of
section 507(a)(2) even though tax is im-
posed upon one or more foundation
managers rather than upon the founda-
tion itself.

(4) For purposes of section 507(a)(2),
the failure to correct the act or acts
(or failure or failures to act) which
gave rise to liability for tax under any
section of chapter 42 by the close of the
correction period for such section may
be a willful and flagrant act (or failure
to act).

(5) No motive to avoid the restric-
tions of the law or the incurrence of
any tax is necessary to make an act (or
failure to act) willful. However, a foun-
dation’s act (or failure to act) is not
willful if the foundation (or a founda-
tion manager, if applicable) does not
know that it is an act of self-dealing, a
taxable expenditure, or other act (or
failure to act) to which chapter 42 ap-
plies. Rules similar to the regulations
under chapter 42 (see, for example,
§ 53.4945–1(a)(2)(iii) of this chapter)
shall apply in determining whether a
foundation or a foundation manager
knows that an act (or failure to act) is
an act of self-dealing a taxable expend-
iture or other such act (or failure to
act).

[T.D. 7233, 37 FR 28157, Dec. 21, 1972, as
amended by T.D. 7290, 38 FR 31833, Nov. 19,
1973]

§ 1.507–2 Special rules; transfer to, or
operation as, public charity.

(a) Transfer to public charities—(1)
General rule. Under section 507(b)(1)(A)
a private foundation, with respect to
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which there have not been either will-
ful repeated acts (or failures to act) or
a willful and flagrant act (or failure to
act) giving rise to liability for tax
under chapter 42, may terminate its
private foundation status by distrib-
uting all of its net assets to one or
more organizations described in sec-
tion 170(b)(1)(A) (other than in clauses
(vii) and (viii)) each of which has been
in existence and so described for a con-
tinuous period of at least 60 calendar
months immediately preceding such
distribution. Since section 507(a) does
not apply to such a termination, a pri-
vate foundation which makes such a
termination is not required to give the
notification described in section
507(a)(1). A private foundation which
terminates its private foundation sta-
tus under section 507(b)(1)(A) does not
incur tax under section 507(c) and,
therefore, no abatement of such tax
under section 507(g) is required.

(2) Effect of current ruling—(i) Dis-
tributions before final regulations. With
respect to distributions made before
(insert day after the date these regula-
tions are filed by the Office of the Fed-
eral Register), an organization to
which a distribution of net assets is
made will qualify as an organization
described in section 170(b)(1)(A) (other
than clauses (vii) and (viii)) for purposes
of meeting the requirements of section
507(b)(1)(A) without a further showing
if such distributee organization:

(A) Has been in existence for a con-
tinuous period of at least 60 calendar
months preceding the distribution de-
scribed in subparagraph (1) of this
paragraph;

(B) Has received a ruling or deter-
mination letter that it is an organiza-
tion described in clause (i), (ii), (iii),
(iv), (v), or (vi) of section 170(b)(1) (A);

(C) The facts and circumstances
forming the basis for the issuance of
the ruling have not substantially
changed during the 60-month period re-
ferred to in (A) of this subdivision; and

(D) The ruling or determination let-
ter referred to in (B) of this subdivision
has not been revoked expressly or by a
subsequent change of the law or regula-
tions under which the ruling was
issued.

(ii) Distributions after final regulations.
With respect to distributions made

after December 29, 1972, a private foun-
dation seeking to terminate its private
foundation status pursuant to section
507(b)(1)(A) may rely on a ruling or de-
termination letter issued to a potential
distributee organization that such dis-
tributee organization is an organiza-
tion described in clause (i), (ii), (iii),
(iv), (v), or (vi) of section 170(b)(1)(A) in
accordance with the provisions of
§ 1.509(a)–7.

(3) Organizations described in more
than one clause of section 170(b)(1)(A).
For purposes of this paragraph and sec-
tion 507(b)(1)(A), the parenthetical
term other than in clauses (vii) and (viii)
shall refer only to an organization
which is described only in section
170(b)(1)(A) (vii) or (viii). Thus, an or-
ganization described in clause (i), (ii),
(iii), (iv), (v), or (vi) of section
170(b)(1)(A) will not be precluded from
being a distributee described in section
507(b)(1)(A) merely because it also ap-
pears to meet the description of an or-
ganization described in section
170(b)(1)(A) (vii) or (viii).

(4) Applicability of chapter 42 to foun-
dations terminating under section
507(b)(1)(A). Except as provided in sub-
paragraph (5) of this paragraph, an or-
ganization which terminates its pri-
vate foundation status pursuant to sec-
tion 507(b)(1)(A) will remain subject to
the provisions of chapter 42 until the
distribution of all of its net assets to
distributee organizations described in
section 507(b)(1)(A) has been completed.

(5) Special transitional rule. (i) Section
4940(a) imposes a tax upon private
foundations with respect to the car-
rying on of activities for each taxable
year. For purposes of section 4940, an
organization which terminates its pri-
vate foundation status under section
507(b)(1)(A) by the end of the period de-
scribed in subdivision (ii) of this sub-
paragraph will not be considered as
carrying on activities within the mean-
ing of section 4940 during such period.
Such organization will therefore not be
subject to the tax imposed under sec-
tion 4940(a) for such period.

(ii) The period referred to in subdivi-
sion (i) of this subparagraph is the 12-
month period beginning with the first
day of the organization’s first taxable
year which begins after December 31,
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1969, but such period shall not be treat-
ed as ending before February 20, 1973.
In the case of a private foundation dis-
tributing assets pursuant to section
507(b)(1)(A) to a medical research orga-
nization or a community trust (or in
the case of a private foundation seek-
ing to terminate into such an organiza-
tion or trust pursuant to section
507(b)(1)(B)), the period described in
this subdivision shall not be treated as
ending before:

(A) In the case of a distribution to a
medical research organization, March
29, 1976; or

(B) In the case of a community trust,
May 11, 1977.

(iii) If the period described in sub-
division (ii) of this subparagraph has
not expired prior to the due date for
the organization’s annual return re-
quired to be filed by section 6033 or 6012
(determined with regard to any exten-
sion of time for filing the return) for
its first taxable year which begins after
December 31, 1969 (or for any other tax-
able year ending before the expiration
of the period referred to in subdivision
(ii) of this subparagraph), and if the or-
ganization has not terminated its pri-
vate foundation status under section
507(b)(1)(A) by such date, then notwith-
standing the provisions of subdivision
(ii) of this subparagraph, the organiza-
tion must take either of the following
courses of action:

(A) Complete and file its annual re-
turn, including the line relating to ex-
cise taxes on investment income, by
such date, and pay the tax on invest-
ment income imposed under section
4940 at the time it files its annual re-
turn. If such organization subsequently
terminates its private foundation sta-
tus under section 507(b)(1)(A) within
the period specified in subdivision (ii)
of this subparagraph, it may file a
claim for refund of the tax paid under
section 4940; or

(B) Complete and file its annual re-
turn, except for the line relating to ex-
cise taxes on investment income, by
such date, and, in lieu of paying the
tax on investment income imposed
under section 4940, file a statement
with its annual return which estab-
lishes that the organization has taken
affirmative action by such date to ter-
minate its private foundation status

under section 507(b)(1)(A). Such state-
ment must indicate the type of affirm-
ative action taken and explain how
such action will result in the termi-
nation of its private foundation status
under section 507(b)(1)(A). Such affirm-
ative action may include making appli-
cation to the appropriate State court
for approval of the distribution of all
net assets pursuant to section
507(b)(1)(A) in the case of a charitable
trust, or the passage of a resolution by
the organization’s governing body di-
recting the distribution of all net as-
sets pursuant to section 507(b)(1)(A) in
the case of a not-for-profit corporation.
A written commitment or letter of
agreement by the trustee or governing
body to one or more section 509(a)(1)
distributees indicating an intent to dis-
tribute all of the organization’s net as-
sets to such distributees will also con-
stitute appropriate affirmative action
for purposes of this subdivision. An or-
ganization may take such affirmative
action and may terminate its private
foundation status under section
507(b)(1)(A) in reliance upon 26 CFR
13.12 (rev. as of Jan. 1, 1972) and upon
the provisions of the notices of pro-
posed rule making under sections
170(b)(1)(A), 507(b)(1), and 509. Thus, if a
distributee organization meets the re-
quirements of the provisions of the no-
tices of proposed rule- making under
sections 170(b)(1)(A), 507, or 509 as a dis-
tributee under section 507(b)(1)(A), the
distributor organization may termi-
nate its private foundation status
under section 507(b)(1)(A) in reliance
upon such provisions prior to the expi-
ration of the period described in sub-
division (ii) of this subparagraph. If
such organization, however, fails to
terminate its private foundation status
under section 507(b)(1)(A) within the
period specified in subdivision (ii) of
this subparagraph by failing to meet
the requirements of either the notices
of proposed rulemaking under section
170(b)(1)(A), 507(b)(1), or 509 or the final
regulations published under these Code
sections, the tax imposed under section
4940 shall be treated as if due from the
due date for its annual return (deter-
mined without regard to any extension
of time for filing its return).

(6) Return required from organizations
terminating private foundation status
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under section 507(b)(1)(A). (i) An organi-
zation which terminates its private
foundation status under section
507(b)(1)(A) is required to file a return
under the provisions of section 6043(b),
rather than under the provisions of sec-
tion 6050.

(ii) An organization which termi-
nates its private foundation status
under section 507(b)(1)(A) is not re-
quired to comply with section 6104(d)
for the taxable year in which such ter-
mination occurs. For purposes of this
subdivision, the term taxable year shall
include the period described in sub-
paragraph (5)(ii) of this paragraph.

(7) Distribution of net assets. A private
foundation will meet the requirement
that it distribute all of its net assets
within the meaning of section
507(b)(1)(A) only if it transfers all of its
right, title, and interest in and to all of
its net assets to one or more organiza-
tions referred to in section 507(b)(1)(A).

(8) Effect of restrictions and conditions
upon distributions of net assets— (i) In
general. In order to effectuate a trans-
fer of all of its right title and interest in
and to all of its net assets within the
meaning of paragraph (a)(7) of this sec-
tion, a transferor private foundation
may not impose any material restric-
tion or condition that prevents the
transferee organization referred to in
section 507(b)(1)(A) (herein sometimes
referred to as the public charity) from
freely and effectively employing the
transferred assets, or the income de-
rived therefrom, in furtherance of its
exempt purposes. Whether or not a par-
ticular condition or restriction im-
posed upon a transfer of assets is mate-
rial (within the meaning of paragraph
(a)(8) of this section) must be deter-
mined from all of the facts and cir-
cumstances of the transfer. Some of
the more significant facts and cir-
cumstances to be considered in making
such a determination are:

(A) Whether the public charity (in-
cluding a participating trustee, custo-
dian, or agent in the case of a commu-
nity trust) is the owner in fee of the as-
sets it receives from the private foun-
dation;

(B) Whether such assets are to be
held and administered by the public
charity in a manner consistent with
one or more of its exempt purposes;

(C) Whether the governing body of
the public charity has the ultimate au-
thority and control over such assets,
and the income derived therefrom; and

(D) Whether, and to what extent, the
governing body of the public charity is
organized and operated so as to be
independent from the transferor.

(ii) Independent governing body. As
provided in paragraph (a)(8)(i)(D) of
this section, one of the more signifi-
cant facts and circumstances to be con-
sidered in making the determination
whether a particular condition or re-
striction imposed upon a transfer of as-
sets is material within the meaning of
paragraph (a)(8) of this section is
whether, and the extent to which, the
governing body is organized and oper-
ated so as to be independent from the
transferor. In turn, the determination
as to such factor must be determined
from all of the facts and cir-
cumstances. Some of the more signifi-
cant facts and circumstances to be con-
sidered in making such a determina-
tion are:

(A) Whether, and to what extent,
members of the governing body are
comprised of persons selected by the
transferor private foundation or dis-
qualified persons with respect thereto,
or are themselves such disqualified per-
sons;

(B) Whether, and to what extent,
members of the governing body are se-
lected by public officials acting in
their capacities as such; and

(C) How long a period of time each
member of the governing body may
serve as such. In the case of a transfer
that is a community trust, the commu-
nity trust shall meet paragraph
(a)(8)(ii)(C) of this section if it meets
the requirements of § 1.170A–9(e)(13)(iv)
(other than § 1.170A–9(e)(13)(iv) (C) or
(D)), relating to rules for governing
body.

(iii) Factors not adversely affecting de-
termination. The presence of some or all
of the following factors will not be con-
sidered as preventing the transferee
from freely and effectively employing the
transferred assets, or the income derived
therefrom, in furtherance of its exempt
purposes (within the meaning of para-
graph (a)(8)(i) of this section):

(A) Name. The fund is given a name
or other designation which is the same

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00072 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



73

Internal Revenue Service, Treasury § 1.507–2

as or similar to that of the transferor
private foundation or otherwise memo-
rializes the creator of the foundation
or his family.

(B) Purpose. The income and assets of
the fund are to be used for a designated
purpose or for one or more particular
section 509(a) (1), (2), or (3) organiza-
tions, and such use is consistent with
the charitable, educational, or other
basis for the exempt status of the pub-
lic charity under section 501(c)(3).

(C) Administration. The transferred
assets are administered in an identifi-
able or separate fund, some or all of
the principal of which is not to be dis-
tributed for a specified period, if the
public charity (including a partici-
pating trustee, custodian, or agent in
the case of a community trust) is the
legal and equitable owner of the fund
and the governing body exercises ulti-
mate and direct authority and control
over such fund, as, for example, a fund
to endow a chair at a university or a
medical research fund at a hospital. In
the case of a community trust, the
transferred assets must be adminis-
tered in or as a component part of the
community trust within the meaning
of § 1.170A–9(e)(11).

(D) Restrictions on disposition. The
transferor private foundation transfers
property the continued retention of
which by the transferee is required by
the transferor if such retention is im-
portant to the achievement of chari-
table or other similar purposes in the
community because of the peculiar fea-
tures of such property, as, for example,
where a private foundation transfers a
woodland preserve which is to be main-
tained by the public charity as an arbo-
retum for the benefit of the commu-
nity. Such a restriction does not in-
clude a restriction on the disposition of
an investment asset or the distribution
of income.

(iv) Adverse factors. The presence of
any of the following factors will be
considered as preventing the transferee
from freely and effectively employing the
transferred assets, or the income derived
therefrom, in furtherance of its exempt
purposes (within the meaning of para-
graph (a)(8)(i) of this section):

(A) Distributions. (1) With respect to
distributions made after April 19, 1977,
the transferor private foundation, a

disqualified person with respect there-
to, or any person or committee des-
ignated by, or pursuant to the terms of
an agreement with, such a person
(hereinafter referred to as donor), re-
serves the right, directly or indirectly,
to name (other than by designation in
the instrument of transfer of particular
section 509(a) (1), (2), or (3) organiza-
tions) the persons to which the trans-
feree public charity must distribute, or
to direct the timing of such distribu-
tions (other than by direction in the
instrument of transfer that some or all
of the principal, as opposed to specific
assets, not be distributed for a speci-
fied period) as, for example, by a power
of appointment. The Internal Revenue
Service will examine carefully whether
the seeking of advice by the transferee
from, or the giving of advice by, any
donor after the assets have been trans-
ferred to the transferee constitutes an
indirect reservation of a right to direct
such distributions. In any such case,
the reservation of such a right will be
considered to exist where the only cri-
terion considered by the public charity
in making a distribution of income or
principal from a donor’s fund is advice
offered by the donor. Whether there is
a reservation of such a right will be de-
termined from all of the facts and cir-
cumstances, including, but not limited
to, the facts contained in paragraph
(a)(8)(iv)(A) (2) and (3) of this section.

(2) The presence of some or all of the
following factors will indicate that the
reservation of such a right does not
exist:

(i) There has been an independent in-
vestigation by the staff of the public
charity evaluating whether the donor’s
advice is consistent with specific chari-
table needs most deserving of support
by the public charity (as determined by
the public charity);

(ii) The public charity has promul-
gated guidelines enumerating specific
charitable needs consistent with the
charitable purposes of the public char-
ity and the donor’s advice is consistent
with such guidelines;

(iii) The public charity has instituted
an educational program publicizing to
donors and other persons the guidelines
enumerating specific charitable needs
consistent with the charitable purposes
of the public charity;
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(iv) The public charity distributes
funds in excess of amounts distributed
from the donor’s fund to the same or
similar types of organizations or chari-
table needs as those recommended by
the donor; and

(v) The public charity’s solicitations
(written or oral) for funds specifically
state that such public charity will not
be bound by advice offered by the
donor.

(3) The presence of some or all of the
following factors will indicate the res-
ervation of such a right does exist:

(i) The solicitations (written or oral)
of funds by the public charity state or
imply, or a pattern of conduct on the
part of the public charity creates an
expectation, that the donor’s advice
will be followed;

(ii) The advice of a donor (whether or
not restricted to a distribution of in-
come or principal from the donor’s
trust or fund) is limited to distribu-
tions of amounts from the donor’s
fund, and the factors described in para-
graph (a)(8)(iv)(A)(2) or (i) or (ii) of this
section are not present;

(iii) Only the advice of the donor as
to distributions of such donor’s fund is
solicited by the public charity and no
procedure is provided for considering
advice from persons other than the
donor with respect to such fund; and

(iv) For the taxable year and all prior
taxable years the public charity fol-
lows the advice of all donors with re-
spect to their funds substantially all of
the time.

(B) Other action or withholding of ac-
tion. The terms of the transfer agree-
ment, or any expressed or implied un-
derstanding, required the public char-
ity to take or withhold action with re-
spect to the transferred assets which is
not designed to further one or more of
the exempt purposes of the public char-
ity, and such action or withholding of
action would, if performed by the
transferor private foundation with re-
spect to such assets, have subjected the
transferor to tax under chapter 42
(other than with respect to the min-
imum investment return requirement
of section 4942(e)).

(C) Assumption of leases, etc. The pub-
lic charity assumes leases,
contractural obligations, or liabilities
of the transferor private foundation, or

takes the assets thereof subject to such
liabilities (including obligations under
commitments or pledges to donees of
the transferor private foundation), for
purposes inconsistent with the pur-
poses or best interests of the public
charity, other than the payment of the
transferor’s chapter 42 taxes incurred
prior to the transfer to the public char-
ity to the extent of the value of the as-
sets transferred.

(D) Retention of investment assets. The
transferee public charity is required by
any restriction or agreement (other
than a restriction or agreement im-
posed or required by law or regulatory
authority), express or implied, to re-
tain any securities or other investment
assets transferred to it by the private
foundation. In a case where such trans-
ferred assets consistently produce a
low annual return of income, the Inter-
nal Revenue Service will examine care-
fully whether the transferee is required
by any such restriction or agreement
to retain such assets.

(E) Right of first refusal. An agree-
ment is entered into in connection
with the transfer of securities or other
property which grants directly or indi-
rectly to the transferor private founda-
tion or any disqualified person with re-
spect thereto a right of first refusal
with respect to the transferred securi-
ties or other property when and if dis-
posed of by the public charity, unless
such securities or other property was
acquired by the transferor private
foundation subject to such right of
first refusal prior to October 9, 1969.

(F) Relationships. An agreement is en-
tered into between the transferor pri-
vate foundation and the transferee pub-
lic charity which establishes irrev-
ocable relationships with respect to the
maintenance or management of assets
transferred to the public charity, such
as continuing relationships with banks,
brokerage firms, investment coun-
selors, or other advisors with regard to
the investments or other property
transferred to the public charity (other
than a relationship with a trustee, cus-
todian, or agent for a community trust
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acting as such). The transfer of prop-
erty to a public charity subject to con-
tractual obligations which were estab-
lished prior to November 11, 1976 be-
tween the transferor private founda-
tion and persons other than disquali-
fied persons with respect to such foun-
dation will not be treated as prohibited
under the preceding sentence, but only
if such contractual obligations were
not entered into pursuant to a plan to
terminate the private foundation sta-
tus of the transferor under section
507(b)(1)(A) and if the continuation of
such contractual obligations is in the
best interests of the public charity.

(G) Other conditions. Any other condi-
tion is imposed on action by the public
charity which prevents it from exer-
cising ultimate control over the assets
received from the transferor private
foundation for purposes consistent
with its exempt purposes.

(v) Examples. The provisions of para-
graph (a)(8) of this sectiom may be il-
lustrated by the following examples:

Example 1. The M Private Foundation
transferred all of its net assets to the V Can-
cer Institute, a public charity described in
section 170(b)(1)(A)(iii). Prior to the transfer,
M’s activities consisted of making grants to
hospitals and universities to further research
into the causes of cancer. Under the terms of
the transfer, V is required to keep M’s assets
in a separate fund and use the income and
principal to further cancer research. Al-
though the assets may be used only for a
limited purpose, this purpose is consistent
with and in furtherance of V’s exempt pur-
poses, and does not prevent the transfer from
being a distribution for purposes of section
507(b)(1)(A).

Example 2. The N Private Foundation
transferred all of its net assets to W Univer-
sity, a public charity described in section
170(b)(1)(A)(ii). Under the terms of the trans-
fer, W is required to use the income and prin-
cipal to endow a chair at the university to be
known as the ‘‘John J. Doe Memorial Profes-
sorship’’, named after N’s creator. Although
the transferred assets are to be used for a
specified purpose by W, this purpose is in fur-
therance of W’s exempt educational pur-
poses, and there are no conditions on invest-
ment or reinvestment of the principal or in-
come. The use of the name of the founda-
tion’s creator for the chair is not a restric-
tion which would prevent the transfer from
being a distribution for purposes of section
507(b)(1)(A).

Example 3. The O Private Foundation
transferred all of its net assets to X Bank as
trustee for the P Community Trust, a com-

munity trust which is a public charity de-
scribed in section 170(b)(1)(A)(vi). Under the
terms of the transfer, X is to hold the assets
in trust for P and is directed to distribute
the income annually to the Y Church, a pub-
lic charity described in Section
170(b)(1)(A)(i). The distribution of income to
Y Church is consistent with P’s exempt pur-
poses. If the trust created by this transfer
otherwise meets the requirements of § 1.170A–
9(e)(11) as a component part of P Community
Trust, and assets transferred by O to X will
be treated as distributed to one or more pub-
lic charities within the meaning of section
507(b)(1)(A). The direction to distribute the
income to Y Church meets the conditions of
paragraph (a)(8)(iii)(B) of this section and
will therefore not disqualify the transfer
under section 507(b)(1)(A).

Example 4. The U Private Foundation
transferred all of its net assets to Z Bank as
trustee for the R Community Trust, a com-
munity trust which is a public charity de-
scribed in section 170(b)(1)(A)(vi). Under the
terms of the transfer, Z is to hold the assets
in trust for R and distribute the income to
those public charities described in section
170(b)(1)(A) (i) through (vi) that are des-
ignated by B, the creator of U. R’s governing
body has no authority during B’s lifetime to
vary B’s direction. Under the terms of the
transfer, it is intended that Z retain the
transferred assets in their present form for a
period of 20 years, or until the date of B’s
death if it occurs before the expiration of
such period. Upon the death of B, R will have
the power to distribute the income to such
public charities as it selects and may dispose
of the corpus as it sees fit.

Under paragraph (a)(8)(iv) (A) or (D) of this
section, as a result of the restrictions im-
posed with respect to the transferred assets,
there has been no distribution of all U’s net
assets within the meaning of section
507(b)(1)(A) at the time of the transfer. In ad-
dition, U has not transferred its net assets to
a component part of R Community Trust,
but rather to a separate trust described in
§ 1.170A–9(e)(14).

(vi) Transitional rule. If the governing
instrument of the public charity (or an
instrument of transfer) lacks the fac-
tors described in paragraph (a)(8)(i)(D)
or (ii) of this section, but with respect
to gifts or bequests acquired before
January 1, 1982, the public charity
changes its governing instrument (or
instrument of transfer) by the later of
November 11, 1977, or one year after the
gift or bequest is acquired, in order to
conform such instrument to such pro-
visions, then such an instrument shall
be treated as consistent with such pro-
visions for taxable years beginning
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prior to the date of change. In addition,
if prior to the later of such dates, the
organization has instituted court pro-
ceedings in order to conform such an
instrument, then it may apply (prior to
the later of such dates) for an exten-
sion of the period to conform such in-
strument to such provisions. Such ap-
plication shall be made to the Commis-
sioner of Internal Revenue, Attention
E:EO, Washington, DC 20224. The Com-
missioner, at the Commissioner’s dis-
cretion, may grant such an extension,
if in the Commissioner’s opinion such a
change will conform the instrument to
such provisions, and the change will be
made within a reasonable time.

(b) Operation as a public charity— (1)
In general. Under section 507(b)(1)(B) an
organization can terminate its private
foundation status if the organization:

(i) Meets the requirements of section
509(a) (1), (2), or (3) by the end of the 12-
month period (as extended by para-
graph (c)(3)(i) of this section) beginning
with its first taxable year which begins
after December 31, 1969, or for a contin-
uous period of 60 calendar months be-
ginning with the first day of any tax-
able year which begins after December
31, 1969;

(ii) In compliance with section
507(b)(1)(B)(ii) and subparagraph (3) of
this paragraph, properly notifies the
district director before the commence-
ment of such 12-month or 60-month pe-
riod or before March 29, 1973 that it is
terminating its private foundation sta-
tus; and

(iii) Properly establishes imme-
diately after the expiration of such 12-
month or 60-month period that such or-
ganization has complied with the re-
quirements of section 509(a) (1), (2), or
(3) by the end of the 12-month period or
during the 60-month period, as the case
may be, in the manner described in
subparagraph (4) of this paragraph.

(2) Relationship of section 507(b)(1)(B)
to section 507 (a), (c), and (g). Since sec-
tion 507(a) does not apply to a termi-
nation described in section 507(b)(1)(B),
a private foundation’s notification that
it is commencing a termination pursu-
ant to section 507(b)(1)(B) will not be
treated as a notification described in
section 507(a) even if the private foun-
dation does not successfully terminate
its private foundation status pursuant

to section 507(b)(1)(B). A private foun-
dation which terminates its private
foundation status under section
507(b)(1)(B) does not incur tax under
section 507(c) and, therefore, no abate-
ment of such tax under section 507(g) is
required.

(3) Notification of termination. In order
to comply with the requirements under
section 507(b)(1)(B)(ii), an organization
shall before the commencement of the
12-month or 60-month period under sec-
tion 507(b)(1)(B)(i) (or before March 29,
1973) or, in the case of the 12-month pe-
riod for a community trust, before May
11, 1977, notify the district director of
its intention to terminate its private
foundation status.
Such notification shall contain the fol-
lowing information:

(i) The name and address of the pri-
vate foundation;

(ii) Its intention to terminate its pri-
vate foundation status;

(iii) Whether the 12-month or 60-
month period shall apply;

(iv) The Code section under which it
seeks classification (section 509(a) (1),
(2), or (3));

(v) If section 509(a)(1) is applicable,
the clause of section 170(b)(1)(A) in-
volved;

(vi) The date its regular taxable year
begins; and

(vii) The date of commencement of
the 12-month or 60-month period.

(4) Establishment of termination. In
order to comply with the requirements
under section 507(b)(1)(B)(iii), an orga-
nization shall within 90 days after the
expiration of the 12-month or 60-month
period, file such information with the
district director as is necessary to
make a determination as to the organi-
zation’s status as an organization de-
scribed under section 509(a) (1), (2), or
(3) and the regulations thereunder. See
paragraphs (c) and (d) of this section as
to the information required to be sub-
mitted under this subparagraph.

(5) Incomplete information; 12- and 60-
month terminations. The failure to sup-
ply, within the required time, all of the
information required by subparagraph
(3) or (4) of this paragraph is not alone
sufficient to constitute a failure to sat-
isfy the requirements of section
507(b)(1)(B). If the information which is
submitted within the required time is

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00076 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



77

Internal Revenue Service, Treasury § 1.507–2

incomplete and the organization sup-
plies the necessary additional informa-
tion at the request of the Commis-
sioner within the additional time pe-
riod allowed by him, the original sub-
mission will be considered timely.

(6) Application of special rules and fil-
ing requirements. An organization which
has terminated its private foundation
status under section 507(b)(1)(B) is not
required to comply with the special
rules set forth in section 508 (a) and (b).
Such organization is also not required
to file a return under the provisions of
section 6043(b) or 6050 by reason of ter-
mination of its private foundation sta-
tus under the provisions of section
507(b)(1)(B).

(7) Extension of time to assess defi-
ciencies. If a private foundation files a
notification (described in subparagraph
(3) of this paragraph) that it intends to
begin a 60-month termination pursuant
to section 507(b)(1)(B) and does not file
a request for an advance ruling pursu-
ant to paragraph (e) of this section,
such private foundation may file with
the notification described in subpara-
graph (3) of this paragraph a consent
under section 6501(c)(4) to the effect
that the period of limitation upon as-
sessment under section 4940 for any
taxable year within the 60-month ter-
mination period shall not expire prior
to 1 year after the date of the expira-
tion of the time prescribed by law for
the assessment of a deficiency for the
last taxable year within the 60-month
period. Such consents, if filed, will or-
dinarily be accepted by the Commis-
sioner. See paragraph (f)(3) of this sec-
tion for an illustration of the proce-
dure required to obtain a refund of the
tax imposed by section 4940 in a case
where such a consent is not in effect.

(c) Twelve-month terminations—(1)
Method of determining normal sources of
support—(i) In general. The 12-month
termination provisions of section
507(b)(1)(B) permit a private foundation
to terminate its private foundation
status by changing its organizational
structure, its operations, the sources of
its support, or any combination there-
of, in order to conform to the require-
ments of section 509(a) (1), (2), or (3) by
the end of the 12-month period.

(ii) Support requirements for 12-month
termination under section 170(b)(1)

(A)(vi). A private foundation attempt-
ing to meet the requirements of section
509(a)(1) as an organization described in
section 170(b)(1)(A)(vi) will be consid-
ered normally to receive a substantial
part of its support from governmental
units or direct or indirect contribu-
tions from the general public if it can
establish that it has changed the
sources of its support before the close
of the 12-month period to those of an
organization described in section
170(b)(1)(A)(vi) and it can reasonably be
expected to maintain its publicly sup-
ported status for subsequent years. In
order to establish these facts, an orga-
nization shall submit all information
sufficient to make a determination
under § 1.170A–9(e) as if such provisions
applied, including a description of all
organizational and operational changes
which have occurred during the 12-
month period. It shall also submit de-
tailed information with respect to its
sources of support for the 12-month pe-
riod, as well as for the four taxable
years immediately preceding the 12-
month period. In applying the tests
contained in § 1.170A–9(e), however,
data from periods preceding the 12-
month period shall be disregarded ex-
cept for purposes of determining
whether the organization has effec-
tively changed its sources of support
and whether it can reasonably be ex-
pected to maintain such publicly sup-
ported status for subsequent years.
Thus, for example, in applying the
mathematical tests of § 1.170A–9(e) only
data for the 12-month period may enter
into the computation.

(iii) Support requirements for 12-month
terminations under section
170(b)(1)(A)(iv). Section 170(b)(1) (A)(iv)
describes an organization which nor-
mally receives a substantial part of its
support (exclusive of income from re-
lated activities) from the United
States or any State or political sub-
division thereof, or from the general
public, and which is organized and op-
erated exclusively to receive, hold, in-
vest, and administer property and to
make expenditures to or for the benefit
of certain colleges or universities. For
purposes of the 12-month termination
period, the rule set forth in subdivision
(ii) of this subparagraph with respect
to section 170(b)(1)(A)(vi) organizations
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shall be applicable in determining
whether an organization normally re-
ceives a substantial part of its support
from the sources required under sec-
tion 170(b)(1)(A)(iv).

(iv) Support requirements for 12-month
terminations under section 509(a)(2). An
organization attempting to terminate
its private foundation status under sec-
tion 507(b)(1)(B) by meeting the re-
quirements of section 509(a)(2) by the
end of the 12-month period will be con-
sidered as normally receiving its sup-
port in compliance with the one-third
support requirements of section
509(a)(2) if:

(A) For the 12-month period under
section 507(b)(1)(B), the organization
receives more than one-third of its sup-
port from gifts, grants, contributions,
membership fees, and gross receipts
from related activities (as limited by
section 509(a)(2)(A)(ii)) and not more
than one-third of its support from
items described in section 509 (a)(2)(B),
and

(B) The organization can establish
that it can reasonably be expected to
maintain its continued public support
for subsequent years. In order to estab-
lish a reasonable expectation of contin-
ued public support, an organization
shall submit a detailed statement de-
scribing its past and current oper-
ations, any organizational or oper-
ational changes and when such changes
have occurred, and any changes in its
foundation managers (as defined in sec-
tion 4946(b)(1)). Duplicate copies of its
governing instrument and bylaws, with
an indication of any amendments
made, and detailed information with
respect to its sources of support for the
4 taxable years immediately preceding
the 12-month period shall also be sub-
mitted as part of the evidence that the
organization can reasonably be ex-
pected to maintain its publicly sup-
ported status.

(2) Organizational and operational
tests—(i) Section 509(a)(3) organizations—
(A) In general. An organization at-
tempting to terminate its private foun-
dation status under section 507(b)(1)(B)
by meeting the requirements of section
509(a)(3) by the end of the 12-month pe-
riod is required to meet the organiza-
tional and operational test of section
509(a)(3)(A), in addition to the require-

ments of section 509(a)(3) (B) and (C),
by the end of the 12-month period be-
ginning with its first taxable year
which begins after December 31, 1969.
An organization may qualify under sec-
tion 509(a)(3)(A) even though its origi-
nal governing instrument did not limit
its purposes to those set forth in sec-
tion 509(a)(3)(A) and even though it op-
erated for some other purpose before
the end of the 12-month period, if it has
amended its governing instrument and
changed its operations to conform to
the requirements of section 509(a)(3) by
the end of the 12-month period.

(B) Proof of changed status. In order to
establish that an organization de-
scribed in (A) of this subdivision will
continue to be operated exclusively for
the required purposes in years subse-
quent to the end of the 12-month pe-
riod, such organization shall submit a
detailed statement describing its past
and current operations, any organiza-
tional or operational changes and when
such changes have occurred, any
changes in foundation managers (as de-
fined in section 4946(b)(1)), and dupli-
cate copies of its governing instrument
and bylaws, with an indication of any
amendments made. A detailed state-
ment of the relationship between such
organization and the specified organi-
zations described in section 509(a) (1) or
(2) (as required by section 509(a)(3) (A)
and (B)) and all pertinent information
to establish that the organization does
not violate the control requirements of
section 509(a)(3)(C) shall also be sub-
mitted.

(ii) Section 509(a)(1) organizations other
than those described in section
170(b)(1)(A)(vi)—

(A) In general. An organization at-
tempting to terminate its private foun-
dation status under section 507(b)(1)(B)
by meeting the requirements of section
170(b)(1)(A) (i), (ii), (iii), (iv), or (v) by
the end of the 12-month period is re-
quired to be operated as an organiza-
tion described in clauses (i), (ii), (iii),
(iv), or (v) of section 170(b)(1)(A) by the
end of the 12-month period beginning
with its first taxable year which begins
after December 31, 1969.

(B) Proof of changed status. In order to
establish that it will continue to be op-
erated as an organization described in
section 509(a)(1) in years subsequent to
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the end of the 12-month period, the or-
ganization shall submit a detailed
statement describing its past and cur-
rent operations, any organizational or
operational changes and when such
changes have occurred, and any
changes in its foundation managers (as
defined in section 4946(b)(1)). Duplicate
copies of its governing instrument and
bylaws, with an indication of any
amendments made, and its financial
statements for the 4-taxable years im-
mediately preceding the 12-month pe-
riod shall also be submitted as evi-
dence that the organization can rea-
sonably be expected to maintain its
status as an organization described in
section 170(b)(1)(A)(i), (ii), (iii), (iv), or
(v).

(3) Extensions of the 12-month period.
(i) For purposes of this section, an or-
ganization may accomplish a 12-month
termination if it meets the require-
ments of section 507(b)(1)(B) and this
paragraph for such a termination with
respect to any of the following periods:

(A) The 12-month period beginning
with the organization’s first taxable
year which begins after December 31,
1969;

(B) The period described in paragraph
(a)(5)(ii) of this section; or

(C) Any period consisting of two or
more taxable years beginning with the
organization’s first taxable year begin-
ning after December 31, 1969, and end-
ing with any taxable year ending be-
fore the end of the period described in
paragraph (a)(5)(ii) of this section.

(ii) An organization will be consid-
ered as ‘‘normally’’ meeting the re-
quirements of section 170(b)(1)(A) (iv)
or (vi) or 509(a)(2), as the case may be,
if it meets the requirements of such
provision with respect to any period
described in subdivision (i) (A), (B), or
(C) of this subparagraph. Thus, for ex-
ample, an organization on a calendar
year basis which seeks to convert to a
section 509(a)(2) organization under
section 507(b)(1)(B) may meet the one-
third support requirement based on the
aggregate support received during a pe-
riod described in subdivision (i) (A),
(B), or (C) of this subparagraph, for
purposes of subparagraph (1)(iv) of this
paragraph.

(4) Status of organization subsequent to
the 12-month period. For purposes of sec-

tions 507 through 509, an organization,
the status of which as a private founda-
tion is terminated under section
507(b)(1), shall (except as provided in
paragraph (b)(6) of this section) be
treated as an organization created on
the day after the date of such termi-
nation. However, termination of pri-
vate foundation status under the provi-
sions of section 507(b)(1)(B) is based
upon an organization’s submission of
information establishing compliance
by the end of the 12-month period with
the requirements of subparagraph (1) or
(2) of this paragraph. Therefore, if in
the 4 taxable years immediately fol-
lowing the end of the 12-month period,
the sources of support or the methods
of operation of the organization are
materially different from the facts and
circumstances presented during the 12-
month period upon which the deter-
mination under section 507(b)(1)(B)(iii)
was made (and such material difference
adversely affects such determination),
the organization will be deemed not to
have satisfied the requirements of sec-
tion 507(b)(1)(B). Under such cir-
cumstances, section 509(c) will not
apply and the organization will con-
tinue to remain subject to the provi-
sions of section 507. However, the sta-
tus of grants and contributions under
sections 170, 4942, and 4945 will not be
affected until the Internal Revenue
Service makes notice to the public
(such as by publication in the Internal
Revenue Bulletin) that the organiza-
tion has been deleted from classifica-
tion as an organization described in
section 509(a) (1), (2), or (3) unless the
donor (1) was in part responsible for, or
was aware of, the act or failure to act
that resulted in the organization’s in-
ability to satisfy the requirements of
section 507(b) (1)(B), or (2) had knowl-
edge that such organization would be
deleted from classification as an orga-
nization described in section 509(a) (1),
(2), or (3). Prior to the making of any
grant or contribution which allegedly
will not result in the grantee’s loss of
classification under section 509(a) (1),
(2), or (3), a potential grantee organiza-
tion may request a ruling whether such
grant or contribution may be made
without such loss of classification. A
request for such ruling may be filed by
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the grantee organization with the dis-
trict director. The issuance of such rul-
ing will be at the sole discretion of the
Commissioner.

(d) Sixty-month terminations—(1) Meth-
od of determining normal sources of sup-
port. (i) In order to meet the require-
ment of section 507(b)(1)(B) for the 60-
month termination period as a section
509(a) (1) or (2) organization, an organi-
zation must meet the requirements of
section 509(a) (1) or (2), as the case may
be, for a continuous period of at least
60 calendar months. In determining
whether an organization seeking status
under section 509(a)(1) as an organiza-
tion described in section 170(b)(1)(A)
(iv) or (vi) or under section 509(a)(2)
‘‘normally’’ meets the requirements set
forth under such sections, support re-
ceived in taxable years prior to the
commencement of the 60-month period
shall not be taken into consideration,
except as otherwise provided in this
section. Therefore, in such cases rules
similar to the rules applicable to new
organizations would apply.

(ii) For purposes of section
507(b)(1)(B), an organization will be
considered to be a section 509(a)(1) or-
ganization described in section
170(b)(1)(A)(vi) for a continuous period
of 60 calendar months only if the orga-
nization satisfies the provisions of
§ 1.170A–9(e) based upon aggregate data
for such entire period, rather than for
any shorter period set forth in § 1.170A–
9(e). Except for the substitution of such
60-month period for the periods de-
scribed in § 1.170A–9(e), all other provi-
sions of such regulations pertinent to
determining an organization’s normal
sources of support shall remain appli-
cable.

(iii) For purposes of section
507(b)(1)(B), an organization will be
considered to be a section 509(a)(2) or-
ganization only if such organization
meets the support requirements set
forth in section 509(a)(2) (A) and (B) for
the continuous period of 60 calendar
months prescribed under section
507(b)(1)(B), rather than for any shorter
period set forth in the regulations
under section 509(a)(2). Except for the
substitution of such 60-month period
for the periods described in the regula-
tions under section 509(a)(2), all other
provisions of such regulations perti-

nent to determining an organization’s
normal sources of support shall remain
applicable.

(2) Organizational and operational
tests. In order to meet the requirements
of section 507(b)(1)(B) for the 60-month
termination period as an organization
described in section 170(b)(1)(A) (i), (ii),
(iii), (iv), or (v) or section 509(a)(3), as
the case may be, an organization must
meet the requirements of the applica-
ble provision for a continuous period of
at least 60 calendar months. For pur-
poses of section 507(b)(1)(B), an organi-
zation will be considered to be such an
organization only if it satisfies the re-
quirements of the applicable provision
(including with respect to section
509(a)(3), the organizational and oper-
ational test set forth in subparagraph
(A) thereof) at the commencement of
such 60-month period and continuously
thereafter during such period.

(e) Advance rulings for 60-month termi-
nations—(1) In general. An organization
which files the notification required by
section 507(b)(1)(B)(ii) that it is com-
mencing a 60-month termination may
obtain an advance ruling from the
Commissioner that it can be expected
to satisfy the requirements of section
507(b)(1)(B)(i) during the 60-month pe-
riod. Such an advance ruling may be
issued if the organization can reason-
ably be expected to meet the require-
ments of section 507(b)(1)(B)(i) during
the 60-month period. The issuance of a
ruling will be discretionary with the
Commissioner.

(2) Basic consideration. In determining
whether an organization can reason-
ably be expected (within the meaning
of subparagraph (1) of this paragraph)
to meet the requirements of section
507(b)(1)(B)(i) for the 60-month period,
the basic consideration is whether its
organizational structure (taking into
account any revisions made prior to
the beginning of the 60-month period),
proposed programs or activities, in-
tended method of operation, and pro-
jected sources of support are such as to
indicate that the organization is likely
to satisfy the requirements of section
509(a) (1), (2), or (3) and paragraph (d) of
this section during the 60-month pe-
riod. In making such a determination,
all pertinent facts and circumstances
shall be considered.
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(3) Reliance by grantors and contribu-
tors. For purposes of sections 170,
545(b)(2), 556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522, grants or contribu-
tions to an organization which has ob-
tained a ruling referred to in this para-
graph will be treated as made to an or-
ganization described in section 509(a)
(1), (2), or (3), as the case may be, until
notice that such advance ruling is
being revoked is made to the public
(such as by publication in the Internal
Revenue Bulletin). The preceding sen-
tence shall not apply, however, if the
grantor or contributor was responsible
for, or aware of, the act or failure to
act that resulted in the organization’s
failure to meet the requirements of
section 509(a) (1), (2), or (3), or acquired
knowledge that the Internal Revenue
Service had given notice to such orga-
nization that its advance ruling would
be revoked. Prior to the making of any
grant or contribution which allegedly
will not result in the grantee’s failure
to meet the requirements of section
509(a) (1), (2), or (3), a potential grantee
organization may request a ruling
whether such grant or contribution
may be made without such failure. A
request for such ruling may be filed by
the grantee organization with the dis-
trict director. The issuance of such rul-
ing will be at the sole discretion of the
Commissioner. The organization must
submit all information necessary to
make a determination on the factors
referred to in subparagraph (2) of this
paragraph. If a favorable ruling is
issued, such ruling may be relied upon
by the grantor or contributor of the
particular contribution in question for
purposes of sections 170, 507, 545(b)(2),
556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522.

(4) Reliance by organization. An orga-
nization obtaining an advance ruling
pursuant to this paragraph cannot rely
on such a ruling. Consequently, if the
organization does not pay the tax im-
posed by section 4940 for any taxable
year or years during the 60-month pe-
riod, and it is subsequently determined
that such tax is due for such year or
years (because the organization did not
in fact complete a successful termi-
nation pursuant to section 507(b)(1)(B)
and was not treated as an organization
described in section 509(a) (1), (2), or (3)

for such year or years), the organiza-
tion is liable for interest in accordance
with section 6601 if any amount of tax
under section 4940 has not been paid on
or before the last date prescribed for
payment. However, since any failure to
pay such tax during the 60-month pe-
riod (or prior to the revocation of such
ruling) is due to reasonable cause, the
penalty under section 6651 with respect
to the tax imposed by section 4940 shall
not apply.

(5) Extension of time to assess defi-
ciencies. The advance ruling described
in subparagraph (1) of this paragraph
shall be issued only if such organiza-
tion’s request for an advance ruling is
filed with a consent under section
6501(c)(4) to the effect that the period
of limitation upon assessment under
section 4940 for any taxable year within
the advance ruling period shall not ex-
pire prior to 1 year after the date of the
expiration of the time prescribed by
law for the assessment of a deficiency
for the last taxable year within the 60-
month period.

(f) Effect on grantors or contributors
and on the organization itself—(1) Effect
of satisfaction of requirements for termi-
nation—(i) Treatment during the termi-
nation period. In the event that an or-
ganization satisfies the requirements
of section 507(b)(1)(B) for termination
of its private foundation status by the
end of the 12-month period or during
the continuous 60-month period, such
organization shall be treated for such
entire 12-month or 60-month period in
the same manner as an organization
described in section 509(a) (1), (2), or (3).

(ii) Twelve-month terminations by fiscal
year organizations. In the case of an or-
ganization which operates on a fiscal
year basis and terminates its private
foundation status by the end of the 12-
month period beginning with its first
taxable year which begins after Decem-
ber 31, 1969, such 12-month period shall,
for purposes of this paragraph, be
treated as including the period between
January 1, 1970, and the last day of the
taxable year immediately preceding its
first taxable year which begins after
December 31, 1969, so long as the re-
quirements of section 507(b)(1)(B) and
paragraph (c) of this section are met by
the end of the 12-month period (includ-
ing such additional period).

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00081 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



82

26 CFR Ch. I (4–1–01 Edition)§ 1.507–2

(2) Failure to meet termination require-
ments—(i) In general. Except as other-
wise provided in subdivision (ii) of this
subparagraph and paragraph (e) of this
section, any organization which fails to
satisfy the requirements of section
507(b)(1)(B) for termination of its pri-
vate foundation status by the end of
the 12-month period or during the con-
tinuous 60-month period shall be treat-
ed as a private foundation for the en-
tire 12-month or 60-month period, for
purposes of sections 507 through 509 and
chapter 42, and grants or contributions
to such an organization shall be treat-
ed as made to a private foundation for
purposes of sections 170, 507(b)(1)(A),
4942, and 4945.

(ii) Certain 60-month terminations. Not-
withstanding subdivision (i) of this
subparagraph, if an organization fails
to satisfy the requirements of section
509(a) (1), (2), or (3) for the continuous
60-month period but does satisfy the re-
quirements of section 509(a) (1), (2), or
(3), as the case may be, for any taxable
year or years during such 60-month pe-
riod, the organization shall be treated
as a section 509(a) (1), (2), or (3) organi-
zation for such taxable year or years
and grants or contributions made dur-
ing such taxable year or years shall be
treated as made to an organization de-
scribed in section 509(a) (1), (2), or (3).
In addition, sections 507 through 509
and chapter 42 shall not apply to such
organization for any taxable year with-
in such 60-month period for which it
does meet such requirements. For pur-
poses of determining whether an orga-
nization satisfies the requirements of
section 509(a) (1), (2), or (3) for any tax-
able year in the 60-month period, the
organization shall be treated as if it
were a new organization with its first
taxable year beginning on the date of
the commencement of the 60-month pe-
riod. Thus, for example, if an organiza-
tion were attempting to terminate its
private foundation status under section
507(b)(1)(B) by meeting the require-
ments of section 170(b)(1)(A)(vi), the
rules under § 1.170A–9(e) relating to the
initial determination of status of a new
organization would apply.

(iii) Aggregate tax benefit. For pur-
poses of section 507(d), the organiza-
tion’s aggregate tax benefit resulting
from the organization’s section

501(c)(3) status shall continue to be
computed from the date from which
such computation would have been
made, but for the notice filed under
section 507(b)(1)(B)(ii), except that any
taxable year within such 60-month pe-
riod for which such organization meets
the requirements of section 509(a) (1),
(2), or (3) shall be excluded from such
computations.

(iv) Excess business holdings. See sec-
tion 4943 and the regulations there-
under for rules relating to decreases in
a private foundation’s holdings in a
business enterprise which are caused
by the foundation’s failure to termi-
nate its private foundation status after
giving the notification for termination
under section 507(b)(1)(B)(ii).

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. Y, a calendar year private founda-
tion, notifies the district director that it in-
tends to terminate its private foundation
status by converting into a publicly sup-
ported organization described in section
170(b)(1)(A)(vi) and that its 60-month termi-
nation period will commence on January 1,
1974. Y does not obtain a ruling described in
paragraph (e) of this section. Based upon its
support for 1974 Y does not qualify as a pub-
licly supported organization within the
meaning of § 1.170A–9(e) and this paragraph.
Consequently, in order to avoid the risks of
penalties and interest if Y fails to terminate
within the 60-month period, Y files its return
as a private foundation and pays the tax im-
posed by section 4940. Similarly, based upon
its support for the period 1974 through 1975,
fails to qualify as such a publicly supported
organization and files its return and pays the
tax imposed by section 4940 for both 1975 and
1976. Since a consent (described in paragraph
(b)(7) of this section) which would prevent
the period of limitation from expiring is not
in effect, in order to be able to file a claim
for refund, Y and the district director agree
to extend the period of limitation for all
taxes imposed under chapter 42. However,
based upon its support for the period 1974
through 1976 Y does qualify as a publicly sup-
ported organization, and therefore shall not
be treated as a private foundation for either
1977 or 1978 even if it fails to terminate with-
in the 60-month period. However, based upon
the aggregate data for the entire 60-month
period (1974 through 1978), Y does qualify as
an organization described in section
170(b)(1)(A)(vi). Consequently, pursuant to
this paragraph, Y is treated as if it had been
a publicly supported organization for the en-
tire 60-month period. Y files claim for refund
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for the taxes paid under section 4940 for the
years 1974, 1975, and 1976, and such taxes are
refunded.

(g) Special transitional rules for organi-
zations operating as public charities. Sec-
tion 4940 imposes a tax upon private
foundations with respect to the car-
rying on of activities for each taxable
year. For purposes of section 4940, an
organization which terminates its pri-
vate foundation status under section
507(b)(1)(B) by the end of the period de-
scribed in paragraph (a)(5)(ii) of this
section will not be considered as car-
rying on activities within the meaning
of section 4940 during such period. Such
organization will therefore not be sub-
ject to the tax imposed under section
4940 for such period. Consequently, in
the case of an organization seeking to
terminate its private foundation status
under section 507(b)(1)(B) if the period
described in paragraph (a)(5)(ii) of this
section has not expired prior to the due
date for the organization’s annual re-
turn required to be filed under section
6033 or 6012 (determined with regard to
any extension of time for filing the re-
turn) for its first taxable year which
begins after December 31, 1969 (or any
other taxable year ending before the
expiration of the period described in
paragraph (a)(5)(ii) of this paragraph)
and if the organization has not termi-
nated its private foundation status
under section 507(b)(1)(B) by such date,
then notwithstanding the provisions of
paragraph (f) of this section, the orga-
nization must take either of the fol-
lowing courses of action:

(1) Complete and file its annual re-
turn including the line relating to ex-
cise taxes on investment income, by
such date, and pay the tax on invest-
ment income imposed under section
4940 at the time it files its annual re-
turn. If such organization subsequently
terminates its private foundation sta-
tus under section 507(b)(1)(B) within a
period specified in paragraph (c)(3)(i) of
this section, it may file a claim for re-
fund of the tax paid under section 4940;
or

(2) Complete and file its annual re-
turn, except for the line relating to ex-
cise taxes on investment income, by
such date, and in lieu of paying the tax
on investment income imposed under
section 4940, file a statement with its

annual return which establishes that
the organization has taken affirmative
action by such date to terminate its
private foundation status under section
507(b)(1)(B). Such statement must indi-
cate the type of affirmative action
taken and explain how such action will
result in the termination of its private
foundation status under section
507(b)(1)(B). Such affirmative action
may include making application to the
appropriate State court for approval to
amend the provisions of the organiza-
tion’s trust instrument to limit pay-
ments to specified section 509(a) (1) or
(2) beneficiaries pursuant to section
509(a)(3) in the case of a charitable
trust; commencing a fund-raising drive
among the general public in the case of
an organization seeking to become a
section 170(b)(1)(A)(vi) or 509(a)(2) orga-
nization; or the passage of a resolution
by the organization’s governing body
or the filing of an amendment to the
organization’s articles of incorporation
permitting a change in the operations
of the organization to enable it to con-
form to the provisions of section 509(a)
(1), (2), or (3) in the case of a not-for-
profit corporation. An organization
may take such affirmative action and
may terminate its private foundation
status under section 507(b)(1)(B) in reli-
ance upon 26 CFR 13.12 (rev. as of Jan.
1, 1972) and upon the provisions of the
notices of proposed rulemaking under
sections 170(b)(1)(A), 507(b)(1), and 509.
Thus, if an organization meets the re-
quirement of the provisions of the no-
tice of proposed rulemaking as a sec-
tion 509(a)(3) organization, such organi-
zation may terminate its private foun-
dation status under section 507(b)(1)(B)
in reliance upon such provisions prior
to the expiration of the period de-
scribed in paragraph (a)(5)(ii) of this
section. If such organization, however,
fails to terminate its private founda-
tion status under section 507(b)(1)(B)
within the period specified in para-
graph (a)(5)(ii) of this section by failing
to meet the requirements of either the
notices of proposed rulemaking under
section 170(b)(1)(A), 507(b)(1), or 509 or
the final regulations published under
these Code sections, the tax imposed
under section 4940 shall be treated as if
due from the due date for its annual re-
turn (determined without regard to
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any extension of time, for filing its re-
turn).

[T.D. 7248, 38 FR 861, Jan. 5, 1973; 38 FR 3598,
Feb. 8, 1973; 38 FR 4259, Feb. 12, 1973, as
amended by T.D. 7290, 38 FR 31833, Nov. 19,
1973; T.D. 7440, 41 FR 50654, Nov. 17, 1976; 41
FR 52454, Nov. 30, 1976; T.D. 7465, 42 FR 4437,
Jan. 25, 1977; T.D. 7784, 46 FR 37889, July 23,
1981]

§ 1.507–3 Special rules; transferee
foundations.

(a) General rule. (1) For purposes of
part II, subchapter F, chapter 1 of the
Code, in the case of a transfer of assets
of any private foundation to another
private foundation pursuant to any liq-
uidation, merger, redemption, recapi-
talization, or other adjustment, organi-
zation, or reorganization, the trans-
feree organization shall not be treated
as a newly created organization. Thus,
in the case of a significant disposition
of assets to one or more private foun-
dations within the meaning of para-
graph (c) of this section, the transferee
organization shall not be treated as a
newly created organization. A trans-
feree organization to which this para-
graph applies shall be treated as pos-
sessing those attributes and character-
istics of the transferor organization
which are described in subparagraphs
(2), (3), and (4) of this paragraph.

(2)(i) A transferee organization to
which this paragraph applies shall suc-
ceed to the aggregate tax benefit of the
transferor organization in an amount
determined as follows: Such amount
shall be an amount equal to the
amount of such aggregate tax benefit
multiplied by a fraction the numerator
of which is the fair market value of the
assets (less encumbrances) transferred
to such transferee and the denominator
of which is the fair market value of the
assets of the transferor (less encum-
brances) immediately before the trans-
fer. Fair market value shall be deter-
mined as of the time of the transfer.

(ii) Notwithstanding subdivision (i) of
this subparagraph, a transferee organi-
zation which is not effectively con-
trolled (within the meaning of § 1.482–
1(a)(3)), directly or indirectly, by the
same person or persons who effectively
control the transferor organization
shall not succeed to an aggregate tax
benefit in excess of the fair market

value of the assets transferred at the
time of the transfer.

(iii) This subparagraph may be illus-
trated by the following examples:

Example 1. Pursuant to a transfer described
in section 507(b)(2), F, a private foundation,
transfers to G, a private foundation, all of its
assets, which have a fair market value of
$400,000. Immediately before the transfer F’s
aggregate tax benefit was $200,000, and G’s
aggregate tax benefit was $300,000. After the
transfer G’s aggregate tax benefit is $500,000
($200,000+$300,000).

Example 2. Pursuant to a transfer described
in section 507(b)(2), M, a private foundation,
transfers all of its assets, which immediately
prior to the transfer have a fair market
value of $100,000. The assets were transferred
to the following organizations at the fol-
lowing fair market values (determined at the
time of transfer) $40,000 to N, a private foun-
dation, $30,000 to O, a private foundation, and
$30,000 to P, an organization described in sec-
tion 170(b)(1)(A)(vi). Immediately before the
transfer M’s aggregate tax benefit was
$50,000. Therefore, N succeeds to M’s aggre-
gate tax benefit to the extent of $20,000
($50,000×$40,000/$100,000) and O succeeds to M’s
aggregate tax benefit to the extent of $15,000
($50,000×$30,000/$100,000). The remaining
$15,000 of M’s aggregate tax benefit is re-
tained by M as M has not terminated under
section 507.

Example 3. Assume the same facts as in Ex-
ample 2 except that the transfers were made
as follows: M transferred $30,000 to N on Jan-
uary 1, 1972, $40,000 to P on July 1, 1972, and
$30,000 to O on December 31, 1972. Further,
assume that the fair market value of the as-
sets and the aggregate tax benefit do not
change during 1972 and that O is not effec-
tively controlled (directly or indirectly) by
the same person or persons who effectively
control M. N succeeds to M’s aggregate tax
benefit to the extent of $15,000
($50,000×$30,000/$100,000). However, since
$40,000 of the remaining $70,000
($100,000¥$30,000) of assets of M was trans-
ferred to P on July 1, 1972, immediately be-
fore the transfer to O, the fair market value
of the assets held by M is $30,000
($70,000¥$40,000). On the other hand, because
P is not a private foundation, M’s aggregate
tax benefit immediately before the transfer
to O remains $35,000 ($50,000¥$15,000). There-
fore, before applying subdivision (ii) of this
subparagraph, O would succeed to $35,000
($35,000×$30,000/$30,000) of M’s aggregate tax
benefit. However, applying subdivision (ii) of
this subparagraph since M transferred only
$30,000 to O, O shall succeed to only $30,000 of
M’s aggregate tax benefit. The remaining
$5,000 ($35,000¥$30,000) of M’s aggregate tax
benefit is retained by M as M has not termi-
nated under section 507.
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(3) For purposes of section 507(d)(2),
in the event of a transfer of assets de-
scribed in section 507(b)(2), any person
who is a substantial contributor (within
the meaning of section 507(d)(2)) with
respect to the transferor foundation
shall be treated as a substantial contrib-
utor with respect to the transferee
foundation, regardless of whether such
person meets the $5,000-two percent
test with respect to the transferee or-
ganization at any time. If a private
foundation makes a transfer described
in section 507(b)(2) to two or more
transferee private foundations, any
person who is a substantial contributor
with respect to the transferor founda-
tion prior to such transfer shall be con-
sidered a substantial contributor with re-
spect to each transferee private foun-
dation.

(4) If a private foundation incurs li-
ability for one or more of the taxes im-
posed under chapter 42 (or any penalty
resulting therefrom) prior to, or as a
result of, making a transfer of assets
described in section 507(b)(2) to one or
more private foundations, in any case
where transferee liability applies each
transferee foundation shall be treated
as receiving the transferred assets sub-
ject to such liability to the extent that
the transferor foundation does not sat-
isfy such liability.

(5) Except as provided in subpara-
graph (9) of this paragraph, a private
foundation is required to meet the dis-
tribution requirements of section 4942
for any taxable year in which it makes
a section 507(b)(2) transfer of all or part
of its net assets to another private
foundation. Such transfer shall itself
be counted toward satisfaction of such
requirements to the extent the amount
transferred meets the requirements of
section 4942(g). However, where the
transferor has disposed of all of its as-
sets, the recordkeeping requirements of
section 4942(g)(3)(B) shall not apply
during any period in which it has no
assets. Such requirements are applica-
ble for any taxable year other than a
taxable year during which the trans-
feror has no assets.

(6) For purposes of section 4943(c) (4),
(5), and (6), whenever a private founda-
tion makes a section 507(b)(2) transfer
of all or part of its net assets to an-
other private foundation, the applica-

ble period of time described in section
4943(c) (4), (5), or (6) shall include both
the period during which the transferor
foundation held such assets and the pe-
riod during which the transferee foun-
dation holds such assets.

(7) Except as provided in subpara-
graph (9) of this paragraph, where the
transferor has disposed of all of its as-
sets, during any period in which the
transferor has no assets, section 4945
(d)(4) and (h) shall not apply to the
transferee or the transferor with re-
spect to any expenditure responsibility
grants made by the transferor. How-
ever, the exception contained in this
subparagraph shall not apply with re-
spect to any information reporting re-
quirements imposed by section 4945 and
the regulations thereunder for any
year in which any such transfer is
made.

(8)(i) Except as provided in subdivi-
sion (ii) of this subparagraph or sub-
paragraph (6) or (9) of this paragraph or
whenever a private foundation makes a
transfer of assets described in section
507(b)(2) to one or more private founda-
tions, the transferee foundation:

(a) Will not be treated as being in ex-
istence prior to January 1, 1970, with
respect to any transferred assets;

(b) Will not be treated as holding the
transferred assets prior to January 1,
1970; and

(c) Will not be treated as having en-
gaged in, or become subject to, any
transaction, lease, contract, or other
obligation with respect to the trans-
ferred assets prior to January 1, 1970.

(ii) Notwithstanding subdivision (i) of
this subparagraph, the provisions enu-
merated in (a) through (g) of this sub-
division shall apply to the transferee
foundation with respect to the assets
transferred to the same extent and in
the same manner that they would have
applied to the transferor foundation
had the transfer described in section
507(b)(2) not been effected:

(a) Section 4940(c)(4)(B) and the regu-
lations thereunder with respect to
basis of property,

(b) Section 4942(f)(4) and the regula-
tions thereunder with respect to dis-
tributions of income,

(c) Section 101(l)(2) of the Tax Reform
Act of 1969 (83 Stat. 533), as amended by
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sections 1301 and 1309 of the Tax Re-
form Act of 1976 (90 Stat. 1713, 1729),
with respect to the provisions of sec-
tion 4941,

(d) Section 101(l)(3)(A) of the Tax Re-
form Act of 1969 (83 Stat. 534) with re-
spect to the provisions of section 4942,
but only if the transferor qualified for
the application of such section imme-
diately before the transfer, and at least
85 percent of the fair market value of
the net assets of the transferee imme-
diately after the transfer was received
pursuant to the transfer,

(e) Section 101(l)(3) (B) through (E) of
the Tax Reform Act of 1969 (83 Stat.
534) with respect to the provisions of
section 4942,

(f) Section 101(l)(5) of the Tax Reform
Act of 1969 (83 Stat. 535) with respect to
the provisions of section 4945, and

(g) Section 101(l)(6) of the Tax Reform
Act of 1969 (83 Stat. 535) with respect to
the provisions of section 508(e).

(9) (i) If a private foundation trans-
fers all of its net assets to one or more
private foundations which are effec-
tively controlled (within the meaning
of § 1.482–1(a)(3)), directly or indirectly,
by the same person or persons which
effectively controlled the transferor
private foundation, for purposes of
chapter 42 (section 4940 et seq.) and part
II of subchapter F of chapter 1 of the
Code (sections 507 through 509) such a
transferee private foundation shall be
treated as if it were the transferor.
However, where proportionality is ap-
propriate, such a transferee private
foundation shall be treated as if it were
the transferor in the proportion which
the fair market value of the assets (less
encumbrances) transferred to such
transferee bears to the fair market
value of the assets (less encumbrances)
of the transferor immediately before
the transfer.

(ii) Subdivision (i) of this subpara-
graph shall not apply to the require-
ments under sections 6033, 6056, and
6104 which must be complied with by
the transferor private foundation, nor
to the requirement under section 6043
that the transferor file a return with
respect to its liquidation, dissolution,
or termination.

(iii) This subparagraph may be illus-
trated by the following examples:

Example 1. The trustees of X charitable
trust, a private foundation, form the Y char-
itable corporation, also a private foundation,
in order to facilitate the conduct of their ac-
tivities. The trustees of X are also the direc-
tors of Y. Y has the same charitable purposes
as X. All of the assets of X are transferred to
Y, and Y continues to carry on X’s charitable
activities. Under such circumstances, Y shall
be treated as if it were X for the purposes of
subdivision (i) of this subparagraph. Thus,
for example, Y will be permitted to take ad-
vantage of any special rules or savings provi-
sions with respect to chapter 42 to the same
extent as X could have if X had continued in
existence.

Example 2. A and B are the trustees of the
P charitable trust, a private foundation, and
are the only substantial contributors to P.
On July 1, 1973, in order to facilitate accom-
plishment of diverse charitable purposes, A
and B create and control the R Foundation,
the S Foundation and the T Foundation and
transfer the net assets of P to R, S, and T. As
of the end of 1973, P has an outstanding grant
to Foundation W and has been required to
exercise expenditure responsibility with re-
spect to this grant under sections 4945 (d)(4)
and (h). Under these circumstances, R, S,
and T shall each be treated as if they are P
in the proportion the fair market value of
the assets transferred to each bears to the
fair market value of the assets of P imme-
diately before the transfer. Since R, S, and T
are treated as P, absent a specific provision
for exercising expenditure responsibility
with respect to the grant to W, each of them
is required to exercise expenditure responsi-
bility with respect to such grant. If, as a part
of the transfer to R, P assigned, and R as-
sumed, P’s duties with respect to the expend-
iture responsibility grant to W, only R would
be required to exercise expenditure responsi-
bility with respect to the grant to W. Since
R, S, and T are treated as P rather than as
recipients of expenditure responsibility grants,
there are no expenditure responsibility re-
quirements which must be exercised under
sections 4945 (d)(4) and (h) with respect to
the transfers of assets to R, S, and T.

(10) For certain rules relating to fil-
ing requirements where a private foun-
dation has transferred all its net as-
sets, see § 1.507–1(b)(9).

(b) Status of transferee organization
under section 507(b)(2). Since a transfer
of assets pursuant to any liquidation,
merger, redemption, recapitalization,
or other adjustment, organization or
reorganization to an organization not
described in section 501(c)(3) (other
than an organization described in sec-
tion 509(a)(4)) or 4947 is a taxable ex-
penditure under section 4945(d)(5), in
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order for such a transfer of assets not
to be a taxable expenditure, it must be
to an organization described in section
501(c)(3) (other than an organization
described in section 509(a)(4)) or treat-
ed as described in section 501(c)(3)
under section 4947. See § 53.4945–6(c)(3)
of this chapter. Consequently, unless
such a transferee is an organization de-
scribed in section 509(a) (1), (2), or (3),
the transferee is a private foundation
and the rules of section 507(b)(2) and
paragraph (a) of this section apply. On
the other hand, if such a transfer of as-
sets is made to a transferee organiza-
tion which is not described in either
section 501(c)(3) (other than an organi-
zation described in section 509(a)(4)) or
4947, and in order to correct the mak-
ing of a taxable expenditure, such as-
sets are transferred to a private foun-
dation, section 507(b)(2) and paragraph
(a) of this section shall apply as if the
transfer of assets had been made di-
rectly to such private foundation.

(c) Section 507(b)(2) transfers. (1) A
transfer of assets is described in sec-
tion 507(b)(2) if it is made by a private
foundation to another private founda-
tion pursuant to any liquidation, merg-
er, redemption, recapitalization, or
other adjustment, organization, or re-
organization. This shall include any or-
ganization or reorganization described
in subchapter C of chapter 1. For pur-
poses of section 507(b)(2), the terms
other adjustment, organization, or reorga-
nization shall include any partial liq-
uidation or any other significant dis-
position of assets to one or more pri-
vate foundations, other than transfers
for full and adequate consideration or
distributions out of current income.
For purposes of this paragraph, a dis-
tribution out of current income shall
include any distribution described in
section 4942(h)(1) (A) and (B).

(2) The term significant disposition of
assets to one or more private foundations
shall include any disposition for a tax-
able year where the aggregate of:

(i) The dispositions to one or more
private foundations for the taxable
year, and

(ii) Where any disposition to one or
more private foundations for the tax-
able year is part of a series of related
dispositions made during prior taxable
years, the total of the related disposi-

tions made during such prior taxable
years, is 25 percent or more of the fair
market value of the net assets of the
foundation at the beginning of the tax-
able year (in the case of subdivision (i)
of this subparagraph) or at the begin-
ning of the first taxable year in which
any of the series of related dispositions
was made (in the case of subdivision
(ii) of this subparagraph). A significant
disposition of assets may occur in a sin-
gle taxable year (as in subdivision (i) of
this subparagraph) or over the course
of two or more taxable years (as in sub-
division (ii) of this subparagraph). The
determination whether a significant
disposition has occurred through a se-
ries of related distributions (within the
meaning of subdivision (ii) of this sub-
paragraph) will be made on the basis of
all the facts and circumstances of the
particular case. However, if one or
more persons who are disqualified per-
sons (within the meaning of section
4946) with respect to the transferor pri-
vate foundation are also disqualified
persons with respect to any of the
transferee private foundations, such
fact shall be evidence that the transfer
is part of a series of related disposi-
tions (within the meaning of subdivi-
sion (ii) of this subparagraph). In the
case of a series of related dispositions
described in subdivision (ii) of this sub-
paragraph, each transferee private
foundation shall (on any date) be sub-
ject to the provisions of section
507(b)(2) (with respect to all such dis-
positions made to it on or before such
date) to the extent described in para-
graphs (a) and (b) of this section.

(3) A private foundation which fails
to meet the requirements of section
507(b)(1)(A) for a taxable year may be
required to file a return under section
6043(b) by reason of a transfer of assets
to one or more sections 509(a) (1), (2), or
(3) organizations. Hence, such filing
does not necessarily mean that a sec-
tion 507(b)(2) transfer has occurred. See
§ 1.6043–3(f)(1).

(4) This paragraph applies to any sec-
tion 507(b)(2) transfer made by a pri-
vate foundation referred to in section
170(b)(1)(E) (i), (ii), or (iii).

(5) The provisions of this paragraph
may be illustrated by the following ex-
amples:
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Example 1. M is a private foundation on the
calendar year basis. It has net assets worth
$100,000 as of January 1, 1971. In 1971, in addi-
tion to distributions out of current income,
M transfers $10,000 to N, $10,000 to O, and
$10,000 to P. N, O, and P are all private foun-
dations. Under subparagraph (2)(i) of this
paragraph, M has made a significant disposi-
tion of its assets in 1971 since M has disposed
of more than 25 percent of its net assets
(with respect to the fair market value of
such assets as of January 1, 1971). M has
therefore made section 507(b)(2) transfers
within the meaning of this paragraph, and
section 507(b)(2) applies to the transfers
made to N, O, and P.

Example 2. U, a tax-exempt private founda-
tion on the calendar year basis, has net as-
sets worth $100,000 as of January 1, 1971. As
part of a series of related dispositions in 1971
and 1972, U transfers in 1971, in addition to
distributions out of current income, $10,000
to private foundation X and $10,000 to private
foundation Y, and in 1972, in addition to dis-
tributions out of current income, U transfers
$10,000 to private foundation Z. Under sub-
paragraph (2)(ii) of this paragraph, U is
treated as having made a series of related
dispositions in 1971 and 1972. The aggregate
of the 1972 disposition (under subparagraph
(2)(i) of this paragraph) and the series of re-
lated dispositions (under subparagraph (2)(ii)
of this paragraph) is $30,000, which is more
than 25 percent of the fair market value of
U’s net assets as of the beginning of 1971
($100,000), the first year in which any such
disposition was made. Thus, U has made a
significant disposition of its assets and has
made transfers described in section 507(b)(2).
The provisions of paragraphs (a) and (b) of
this section apply to each of the transferees
as of the date on which it received assets
from U.

(d) Inapplicability of section 507(a) to
section 507(b)(2) transfers. Unless a pri-
vate foundation voluntarily gives no-
tice pursuant to section 507(a)(1), a
transfer of assets described in section
507(b)(2) will not constitute a termi-
nation of the transferor’s private foun-
dation status under section 507(a)(1).
Such transfer must, nevertheless, sat-
isfy the requirements of any pertinent
provisions of chapter 42. See subpara-
graphs (5) through (7) of paragraph (a)
of this section. However, if such trans-
fer constitutes an act or failure to act
which is described in section
507(a)(2)(A), then such transfer will be
subject to the provisions of section
507(a)(2) rather than section 507(b)(2).
For example, X, a private nonoperating
foundation, transfers all of its net as-
sets to Y, a private operating founda-

tion, in 1971. X does not file the notice
referred to in section 507(a)(1) and the
transfer does not constitute either a
willful and flagrant act (or failure to
act), or one of a series of willful re-
peated acts (or failures to act), giving
rise to liability for tax under chapter
42. Under these circumstances, the
transfer is described in section 507(b)(2)
and the provisions of paragraph (a) of
this section apply with respect to Y.
The private foundation status of X has
not been terminated under section
507(a).

(e) Transfers to certain section 509(a)
(1), (2), or (3) organizations. If a private
foundation transfers all or part of its
assets to one or more organizations de-
scribed in section 509(a) (1), (2), or (3)
and, within a period of 3 years from the
date of such transfers, one or more of
the transferee organizations lose their
section 509(a) (1), (2), or (3) status and
become private foundations, then for
purposes of this section, a transfer of
assets within the meaning of paragraph
(c) of this section to such an organiza-
tion which becomes a private founda-
tion will be treated as a transfer de-
scribed in section 507(b)(2), and the pro-
visions of paragraph (a) of this section
shall be treated as applying to such a
transferee organization from the date
on which any such transfer was made
to it.

(f) Certain transfers made during sec-
tion 507(b)(1)(B) terminations. If:

(1) During the course of the 12-month
or 60-month period described in section
507(b)(1)(B), a private foundation
makes one or more transfers to one or
more private foundations;

(2) Such transfers are described in
§ 1.507–3(c)(1); and

(3) Even though the transferor foun-
dation thereafter meets the require-
ments of section 507(b)(1)(B),

then for purposes of this section, the
provisions of § 1.507–2(e) shall not apply
with respect to such transfers, and
such transfers will be treated as trans-
fers described in section 507(b)(2) and
§ 1.507–3 rather than as transfers from
an organization described in section
509(a) (1), (2), or (3).

[T.D. 7233, 37 FR 28158, Dec. 21, 1972; 38 FR
3189, Feb. 2, 1973, as amended by T.D. 7678, 45
FR 12415, Feb. 26, 1980]
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§ 1.507–4 Imposition of tax.
(a) General rule. Section 507(c) im-

poses on each organization the private
foundation status of which is termi-
nated under section 507(a) a tax equal
to the lower of:

(1) The amount which such organiza-
tion substantiates by adequate records
(or other corroborating evidence which
may be required by the Commissioner)
as the aggregate tax benefit (as defined
in section 507(d)) resulting from the
section 501(c)(3) status of such organi-
zation, or

(2) The value of the net assets of such
organization.

(b) Transfers not subject to section
507(c). Private foundations which make
transfers described in section
507(b)(1)(A) or (2) are not subject to the
tax imposed under section 507(c) with
respect to such transfers unless the
provisions of section 507(a) become ap-
plicable. See §§ 1.507–1(b), 1.507–2(a)(6)
and 1.507–3(d).

[T.D. 7233, 37 FR 28161, Dec. 21, 1972]

§ 1.507–5 Aggregate tax benefit; in gen-
eral.

(a) General rule. For purposes of sec-
tion 507(c)(1), the aggregate tax benefit
resulting from the section 501(c)(3) sta-
tus of any private foundation is the
sum of:

(1) The aggregate increases in tax
under chapters 1, 11, and 12 (or the cor-
responding provisions of prior law)
which would have been imposed with
respect to all substantial contributors
to the foundation if deductions for all
contributions made by such contribu-
tors to the foundation after February
28, 1913, had been disallowed,

(2) The aggregate increases in tax
under chapter 1 (or the corresponding
provisions of prior law) which would
have been imposed with respect to the
income of the private foundation for
taxable years beginning after Decem-
ber 31, 1912, if (i) it had not been ex-
empt from tax under section 501(a) (or
the corresponding provisions of prior
law), and (ii) in the case of a trust, de-
ductions under section 642(c) (or the
corresponding provisions of prior law)
had been limited to 20 percent of the
taxable income of the trust (computed
without the benefit of section 642(c)

but with the benefit of section
170(b)(1)(A)),

(3) The amount succeeded to from
transferors under § 1.507–3(a) and sec-
tion 507(b)(2), and

(4) Interest on the increases in tax
determined under subparagraphs (1),
(2), and (3) of this paragraph from the
first date on which each such increase
would have been due and payable to the
date on which the organization ceases
to be a private foundation.

(b) Contributions. In computing the
amount of the aggregate increases in
tax under subparagraph (1) of this para-
graph, all deductions attributable to a
particular contribution shall be in-
cluded. For example, if a substantial
contributor has taken deductions
under sections 170 and 2522 (or the cor-
responding provisions of prior law)
with respect to the same contribution,
the amount of each deduction shall be
included in the computations under
section 507(d)(1)(A). Accordingly, the
aggregate tax benefit may exceed the
fair market value of the property
transferred.

[T.D. 7233, 37 FR 28161, Dec. 21, 1972]

§ 1.507–6 Substantial contributor de-
fined.

(a) Definition—(1) In general. Except
as provided in subparagraph (2) of this
paragraph, the term substantial contrib-
utor means, with respect to a private
foundation, any person (within the
meaning of section 7701(a)(1)), whether
or not exempt from taxation under sec-
tion 501(a), who contributed or be-
queathed an aggregate amount of more
than $5,000 to the private foundation, if
such amount is more than 2 percent of
the total contributions and bequests
received by the private foundation be-
fore the close of the taxable year of the
private foundation in which a contribu-
tion or bequest is received by the foun-
dation from such person. In the case of
a trust, the term substantial contributor
also means the creator of the trust.
Such term does not include a govern-
mental unit described in section
170(c)(1).

(2) Special rules. For purposes of sec-
tions 170(b)(1)(E)(iii), 507(d)(1), 508(d),
509(a) (1) and (3), and chapter 42, the
term substantial contributor shall not

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00089 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



90

26 CFR Ch. I (4–1–01 Edition)§ 1.507–6

include an organization which is de-
scribed in section 509(a) (1), (2), or (3) or
any other organization which is wholly
owned by such section 509(a) (1), (2), or
(3) organization. Furthermore, taking
section 4941 (relating to taxes on self-
dealing) in context, it would unduly re-
strict the activities of private founda-
tions if the term substantial contributor
were to include any section 501(c)(3) or-
ganizations. It was not intended, for
example, that a large grant for chari-
table purposes from one private foun-
dation to another world forever pre-
clude the latter from making any
grants to, or otherwise dealing with,
the former. Accordingly, for purposes
of section 4941 only, the term substan-
tial contributor shall not only include
any organization which is described in
section 501(c)(3) (other than an organi-
zation described in section 509(a)(4)).

(b) Determination of substantial con-
tributor—(1) In general. In determining
under paragraph (a) of this section
whether the aggregate of contributions
and bequests from a person exceeds 2
percent of the total contributions and
bequests received by a private founda-
tion, both the total of such amounts
received by the private foundation, and
the aggregate of such amounts contrib-
uted and bequeathed by such person,
shall be determined as of the last day
of each taxable year commencing with
the first taxable year ending after Oc-
tober 9, 1969. Generally, under section
507(d)(2) and this section, except for
purposes of valuation under section
507(d)(2)(B)(i), all contributions and be-
quests made before October 9, 1969, are
deemed to have been made on October
9, 1969. For purposes of section 509(a)(2)
and the support test described in
§ 1.509(a)–3(c), contributions and be-
quests before October 9, 1969, will be
taken into account in the year when
actually made. For example, in the
case of a contribution or bequest of
$6,000 in 1967, such contribution or be-
quest shall be treated as made by a
substantial contributor in 1967 for pur-
poses of section 509(a)(2) and § 1.509(a)–
3(c) if such person met the $5,000—2
percent test as of December 31, 1967,
and December 31, 1969 (in the case of a
calendar year accounting period). Al-
though the determination of the per-
centage of total contributions and be-

quests represented by a given donor’s
contributions and bequests is not made
until the end of the foundation’s tax-
able year, a donor is a substantial con-
tributor as of the first date when the
foundation received from him an
amount sufficient to make him a sub-
stantial contributor. Except as other-
wise provided in this subparagraph,
such amount is treated for all purposes
as made by a substantial contributor.
Thus, the total contributions and be-
quests received by the private founda-
tion from all persons, and the aggre-
gate contributions and bequests made
by a particular person, are to be deter-
mined as of December 31, 1969 (in the
case of a calendar year organization
which was in existence on that date),
and the amounts included in each re-
spective total would be all contribu-
tions and bequests received by the or-
ganization on or before that date, and
all contributions and bequests made by
the person on or before that date.
Thereafter, a similar determination is
to be made with respect to such private
foundation as of the end of each of its
succeeding taxable years. Status as a
substantial contributor, however, will
date from the time when the donor
first met the $5,000 and 2 percent test.
Once a person is a substantial contrib-
utor with respect to a private founda-
tion, he remains a substantial contrib-
utor even though he might not be so
classified if a determination were first
made at some later date. For instance,
even though the aggregate contribu-
tions and bequests of a person become
less than 2 percent of the total received
by a private foundation (for example,
because of subsequent contributions
and bequests by other persons), such
person remains a substantial contrib-
utor with respect to the foundation.

(2) Examples. The provisions of para-
graph (a) of this section and this para-
graph (b) may be illustrated by the fol-
lowing examples:

Example 1. On January 1, 1968, A, an indi-
vidual, gave $4,500 to M, a private foundation
on a calendar year basis. On June 1, 1969, A
gave M the further sum of $1,500. Throughout
its existence, through December 31, 1969, M
has received $250,000 in contributions and be-
quests from all sources. As of June 1, 1969, A
is a substantial contributor to M for pur-
poses of section 509(a)(2).
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Example 2. On September 9, 1966, B, an indi-
vidual, gave $3,500 to N, a private foundation
on a calendar year basis. On March 15, 1970,
B gave N the further sum of $3,500. Through-
out its existence, through December 31, 1970,
N has received $200,000 in contributions and
bequests from all sources. B is a substantial
contributor to N as of March 15, 1970, since
that is the first date on which his contribu-
tions met the 2 percent-$5,000 test.

Example 3. On July 21, 1964, X, a corpora-
tion, gave $2,000 to O, a private foundation
on a calendar year basis. As of December 31,
1969, O had received $150,000 from all sources.
On September 17, 1970, X gave O the further
sum of $3,100. Through September 17, 1970, O
had received $245,000 from all sources as total
contributions and bequests. Between Sep-
tember 17, 1970, and December 31, 1970, how-
ever, O received $50,000 in contributions and
bequests from others. X is not a substantial
contributor to O, since X’s contributions to
O were not more than 2 percent of the total
contributions and bequests received by O by
December 31, 1970, the end of O’s taxable
year, even though X’s contributions met that
test at one point during the year.

Example 4. On September 16, 1970, C, an in-
dividual, gave $10,000 to P, a private founda-
tion on a calendar year basis. Throughout its
existence, and through December 31, 1970, the
close of its taxable year, P had received a
total of $100,000 in contributions and be-
quests. On January 3, 1971, P received a be-
quest of $1 million. C is a substantial con-
tributor to P since he was a substantial con-
tributor as of September 16, 1970, and there-
fore remains one even though he no longer
meets the 2-percent test on a later date after
the end of the taxable year of the foundation
in which he first became a substantial con-
tributor.

(c) Special rules—(1) Contributions de-
fined. The term contribution shall, for
purposes of section 507(d)(2), have the
same meaning as such term has under
section 170(c) and also include be-
quests, legacies, devises, and transfers
within the meaning of section 2055 or
2106(a)(2). Thus, for purposes of section
507(d)(2), any payment of money or
transfer of property without adequate
consideration shall be considered a con-
tribution. Where payment is made or
property transferred as consideration
for admissions, sales of merchandise,
performance of services, or furnishing
of facilities to the donor, the qualifica-
tion of all or any part of such payment
or transfer as a contribution under sec-
tion 170(c) shall determine whether and
to what extent such payment or trans-

fer constitutes a contribution under sec-
tion 507(d)(2).

(2) Valuation of contributions and be-
quests. Each contribution or bequest to
a private foundation shall be valued at
fair market value when actually re-
ceived by the private foundation.

(3) Contributions and bequests by a
spouse. An individual shall be consid-
ered, for purposes of this section, to
have made all contributions and be-
quests made by his spouse during the
period of their marriage. Thus, for ex-
ample, where W contributed $500,000 to
P, a private foundation, in 1941 and
that amount exceeded 2 percent of the
total contributions received by P as of
the end of P’s first taxable year ending
after October 9, 1969, H (W’s spouse at
the time of the 1941 gift) is considered
to have made such contribution (even
if W died prior to October 9, 1969, or
their marriage was otherwise termi-
nated prior to such date). Similarly,
any bequest or devise shall be treated
as having been made by the decedent’s
surviving spouse.

[T.D. 7241, 37 FR 28743, Dec. 29, 1972; 38 FR
24206, Sept. 6, 1973]

§ 1.507–7 Value of assets.

(a) In general. For purposes of section
507(c), the value of the net assets shall
be determined at whichever time such
value is higher:

(1) The first day on which action is
taken by the organization which cul-
minates in its ceasing to be a private
foundation, or

(2) The date on which it ceases to be
a private foundation.

(b) Valuation dates. (1) In the case of
a termination under section 507(a)(1),
the date referred to in paragraph (a)(1)
of this section shall be the date on
which the terminating foundation
gives the notification described in sec-
tion 507(a)(1).

(2) In the case of a termination under
section 507(a)(2), the date referred to in
paragraph (a)(1) of this section shall be
the date of occurrence of the willful
and flagrant act (or failure to act) or
the first of the series of willful re-
peated acts (or failures to act) giving
rise to liability for tax under chapter
42 and the imposition of tax under sec-
tion 507(a)(2).
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(c) Fair market value. For purposes of
this section, fair market value shall be
determined pursuant to the provisions
of § 53.4942(a)–2(c)(4) of this chapter.

(d) Net assets. For purposes of section
507 and the regulations thereunder, the
term net assets shall mean the gross as-
sets of a private foundation reduced by
all liabilities of the foundation, includ-
ing appropriate estimated and contin-
gent liabilities. Thus, a determination
of net assets may reflect reductions for
any liability or contingent liability for
tax imposed upon the private founda-
tion under chapter 42 with respect to
acts or failures to act prior to termi-
nation, for any liability or contingent
liability for failures to correct such
acts or failures to act, or for any liabil-
ity or estimated or contingent liability
with respect to expenses associated
with winding up the organization. If a
private foundation’s determination of
net assets reflects any reduction for
any estimated or contingent liability,
such private foundation must estab-
lish, to the satisfaction of the Commis-
sioner, the reasonableness of such re-
duction. If the amount of net assets re-
flects a reduction for any estimated or
contingent liability, at the earlier of
the final determination of the contin-
gency or the termination of a reason-
able time, any excess of the amount by
which the gross assets was reduced
over the amount of the liability shall
be treated in the same manner as if
such excess had been considered part of
the net assets.

[T.D. 7233, 37 FR 28161, Dec. 21, 1972]

§ 1.507–8 Liability in case of transfers.
For purposes of determining liability

for the tax imposed under section 507(c)
in the case of assets transferred by the
private foundation, such tax shall be
deemed to have been imposed on the
first day on which action is taken by
the organization which culminates in
its ceasing to be a private foundation.
If an organization’s private foundation
status is terminated under section
507(a)(2), the first day on which action
is taken which culminates in its ceas-
ing to be a private foundation (within
the meaning of section 507(f)) shall be
the date described in § 1.507–7(b)(2). If
an organization terminates its private
foundation status under section

507(a)(1), the first day on which action
is taken which culminates in its ceas-
ing to be a private foundation (within
the meaning of section 507(f)) shall be
the date described in § 1.507–7(b)(1).

[T.D. 7233, 37 FR 28161, Dec. 21, 1972]

§ 1.507–9 Abatement of taxes.

(a) General rule. The Commissioner
may at his discretion abate the unpaid
portion of the assessment of any tax
imposed by section 507(c), or any liabil-
ity in respect thereof, if:

(1) The private foundation distributes
all of its net assets to one or more or-
ganizations described in section
170(b)(1)(A) (other than in clauses (vii)
or (viii)) each of which has been in ex-
istence and so described for a contin-
uous period of at least 60 calendar
months, or

(2) Effective assurance is given to the
Commissioner in accordance with para-
graphs (b) and (c) of this section that
the assets of the organization which
are dedicated to charitable purposes
will, in fact, be used for charitable pur-
poses.

The provisions of § 1.507–2(a) (2), (3), and
(7) shall apply to distributions under
subparagraph (1) of this paragraph.
Since section 507(g) provides only for
the abatement of tax imposed under
section 507(c), no tax imposed under
any provision of chapter 42 shall be
abated under section 507(g). Where the
taxpayer files a petition with the Tax
Court with respect to a notice of defi-
ciency regarding any tax under section
507(c), such tax shall be treated as hav-
ing been assessed for the purposes of
abatement of such tax under section
507(g) and the regulations thereunder.

(b) State proceedings. (1) The Commis-
sioner may at his discretion abate the
unpaid portion of the assessment of
any tax imposed by section 507(c), or
any liability in respect thereof, under
the procedures outlined in subpara-
graphs (2) and (3) of this paragraph.
Such tax may not be abated by the
Commissioner unless he determines
that corrective action as defined in
paragraph (c) of this section has been
taken. The Commissioner may not
abate by reason of section 507(g) any
amount of such tax which has already
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been collected since only the unpaid
portion thereof can be abated.

(2) The appropriate State officer
shall have 1 year from the date of noti-
fication prescribed in section 6104(c)
that a notice of deficiency of tax im-
posed under section 507(c) has been
issued with respect to a foundation, to
advise the Commissioner that correc-
tive action has been initiated pursuant
to State law as may be ordered or ap-
proved by a court of competent juris-
diction. Corrective action may be initi-
ated either by the appropriate State of-
ficer or by an organization described in
section 509(a) (1), (2), or (3) which is a
beneficiary of the private foundation
and has enforceable rights against such
foundation under State law. Copies of
all pleadings and other documents filed
with the court at the initial stages of
the proceedings shall be attached to
the notification made by the State offi-
cer to the Commissioner. Prior to noti-
fication by the appropriate State offi-
cer that corrective action has been ini-
tiated, the Commissioner shall follow
those procedures which would apply
with respect to the assessment and col-
lection of the tax imposed under sec-
tion 507(c) without regard to section
507(g)(2). Subsequent to notification by
the appropriate State officer that cor-
rective action has been initiated, the
Commissioner shall suspend action
with respect to the assessment or col-
lection of tax imposed under section
507(c) until notified of the final deter-
mination of such corrective action, as
long as any such resulting delay does
not jeopardize the collection of such
tax and does not cause collection to be
barred by operation of law or any rule
of law. In any case where collection of
such tax is about to be barred by oper-
ation of section 6502 and the Commis-
sioner has not been advised of the final
determination of corrective action, the
Commissioner should make every ef-
fort to obtain appropriate agreements
with the foundation subject to such tax
to extend the period of limitations
under section 6502(a)(2). Where such
agreements are obtained, action with
respect to the assessment and collec-
tion of such tax may be suspended to
the extent not inconsistent with this
subparagraph.

(3) Upon receipt of certification from
the appropriate State officer that ac-
tion has been ordered or approved by a
court of competent jurisdiction, the
Commissioner may abate the unpaid
portion of the assessment of tax im-
posed by section 507(c), or any liability
in respect thereof, if in his judgment
such action is corrective action within
the meaning of paragraph (c) of this
section. In the event that such action
is not corrective action, the Commis-
sioner may in his discretion again sus-
pend action on the assessment and col-
lection of such tax until corrective ac-
tion is obtained, or if in his judgment
corrective action cannot be obtained,
he may resume the assessment and col-
lection of such tax.

(c) Corrective action. The term correc-
tive action referred to in paragraph (b)
of this section means vigorous enforce-
ment of State laws sufficient to assure
implementation of the provisions of
chapter 42 and insure that the assets of
such private foundation are preserved
for such charitable or other purposes
specified in section 501(c)(3). Except
where assets of the terminated private
foundation are transferred to an orga-
nization described in section 509(a) (1)
through (4) the State is required to
take such action to assure that the
provisions of section 508(e)(1) (A) and
(B) are applicable to the terminated
foundation (or any transferee) with re-
spect to such assets as if such organiza-
tion were a private foundation. Thus,
the governing instrument of such orga-
nization must include provisions with
respect to such assets:

(1) Requiring its income therefrom
for each taxable year to be distributed
at such time and in such manner as not
to subject such organization to tax
under section 4942 (as if the organiza-
tion were a private foundation),

(2) Prohibiting such organization
from engaging in any act of self-deal-
ing (as defined in section 4941(d) as if
the organization were a private founda-
tion),

(3) Prohibiting such organization
from retaining any excess business
holdings (as defined in section 4943(c)
as if the organization were a private
foundation),

(4) Prohibiting such organization
from making any investments in such
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manner as to subject such organization
to tax under section 4944 (as if the or-
ganization were a private foundation),
and

(5) Prohibiting such organization
from making any taxable expenditures
(as defined in section 4945(d) as if the
organization were a private founda-
tion). Consequently, in cases where the
preceding sentence applies, although
the private foundation status of an or-
ganization is terminated for tax pur-
poses, it is contemplated that its sta-
tus under State law would remain un-
changed, because the tax under section
507(c) has been abated solely because
the Commissioner has been given effec-
tive assurance that there is vigorous
enforcement of State laws sufficient to
assure implementation of the provi-
sions of chapter 42. Therefore, in such a
case while chapter 42 will not apply to
acts occurring subsequent to termi-
nation which previously would have re-
sulted in the imposition of tax under
chapter 42, it is contemplated that
there will be vigorous enforcement of
State laws (including laws made appli-
cable by the provisions in the gov-
erning instrument) with respect to
such acts. Notwithstanding the pre-
ceding three sentences, no amendment
to the organization’s governing instru-
ment is necessary where there are pro-
visions of State law which have the ef-
fect of requiring a terminated private
foundation to which the rules of sub-
paragraphs (1) through (5) of this para-
graph apply to be subject to such rules
whether or not there are such provi-
sions in such terminated private foun-
dation’s governing instrument.

[T.D. 7233, 37 FR 28161, Dec. 21, 1972]

§ 1.508–1 Notices.
(a) New organizations must notify the

Commissioner that they are applying for
recognition of section 501(c)(3) status—(1)
In general. Except as provided in sub-
paragraph (3) of this paragraph, an or-
ganization that is organized after Octo-
ber 9, 1969, will not be treated as de-
scribed in section 501(c)(3):

(i) Unless such organization has
given the Commissioner notice in the
manner prescribed in subparagraph (2)
of this paragraph; or

(ii) For any period before the giving
of such notice, unless such notice is

given in the manner and within the
time prescribed in subparagraph (2) of
this paragraph.

No organization shall be exempt from
taxation under section 501(a) by reason
of being described in section 501(c)(3)
whenever such organization is not
treated as described in section 501(c)(3)
by reason of section 508(a) and this
paragraph. See section 508(d)(2)(B) and
§ 1.508–2(b) regarding the deductibility
of charitable contributions to an orga-
nization during the period such organi-
zation is not exempt under section
501(a) as an organization described in
section 501(c)(3) by reason of failing to
file a notice under section 508(a) and
this subparagraph. See also § 1.508–
2(b)(1)(viii) regarding the deductibility
of charitable contributions to trusts
described in section 4947(a)(1).

(2) Filing of notice. (i) For purposes of
subparagraph (1) of this paragraph, ex-
cept as provided in subparagraph (3) of
this paragraph, an organization seek-
ing exemption under section 501(c)(3)
must file the notice described in sec-
tion 508(a) within 15 months from the
end of the month in which the organi-
zation was organized, or before March
22, 1973, whichever comes later. Such
notice is filed by submitting a properly
completed and executed Form 1023, ex-
emption application. Notice should be
filed with the district director. A re-
quest for extension of time for the fil-
ing of such notice should be submitted
to such district director. Such request
may be granted if it demonstrates that
additional time is required.

(ii) Although the information re-
quired by Form 1023 must be submitted
to satisfy the notice required by this
section, the failure to supply, within
the required time, all of the informa-
tion required to complete such form is
not alone sufficient to deny exemption
from the date of organization to the
date such complete information is sub-
mitted by the organization. If the in-
formation which is submitted within
the required time is incomplete, and
the organization supplies the necessary
additional information at the request
of the Commissioner within the addi-
tional time period allowed by him, the
original notice will be considered time-
ly.
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(iii) For purposes of subdivision (i) of
this subparagraph and paragraph
(b)(2)(i) of this section, an organization
shall be considered organized on the
date it becomes an organization de-
scribed in section 501(c)(3) (determined
without regard to section 508(a)).

(iv) Since a trust described in section
4947(a)(2) is not an organization de-
scribed in section 501(c)(3), it is not re-
quired to file a notice described in sec-
tion 508(a).

(v) For the treatment of community
trusts, and the trusts or funds com-
prising them, under section 508, see the
special rules under § 1.170A–9(e).

(vi) A foreign organization shall, for
purposes of section 508, be treated in
the same manner as a domestic organi-
zation, except that section 508 shall not
apply to a foreign organization which
is described in section 4948(b).

(3) Exceptions from notice. (i) Para-
graphs (a) (1) and (2) of this section are
inapplicable to the following organiza-
tions:

(a) Churches, interchurch organiza-
tions of local units of a church, conven-
tions or associations of churches, or in-
tegrated auxiliaries of a church. See
§ 1.6033–2(h) regarding the definition of
integrated auxiliary of a church;

(b) Any organization which is not a
private foundation (as defined in sec-
tion 509(a)) and the gross receipts of
which in each taxable year are nor-
mally not more than $5,000 (as de-
scribed in subdivision (ii) of this sub-
paragraph);

(c) Subordinate organizations (other
than private foundations) covered by a
group exemption letter;

(d) Solely for purposes of sections 507,
508(d)(1), 508(d)(2)(A) and 508(d)(3),
508(e), 509 and chapter 42, a trust de-
scribed in section 4947(a)(1). (However,
a trust described in section 501(c)(3)
which was organized after October 9,
1969, shall be exempt under section
501(a) by reason of being described in
section 501(c)(3) only if it files such no-
tice); and

(e) Any other class of organization
that the Commissioner from time to
time excludes from the requirement of
filing notice under section 508(a).

(ii) For purposes of subdivision (i) (b)
of this subparagraph and paragraph
(b)(7)(ii) of this section, the gross re-

ceipts (as defined in subdivision (iii) of
this subparagraph) of an organization
are normally not more than $5,000 if:

(a) During the first taxable year of
the organization the organization has
received gross receipts of $7,500 or less;

(b) During its first 2 taxable years
the aggregate gross receipts received
by the organization are $12,000 or less;
and

(c) In the case of an organization
which has been in existence for at least
3 taxable years, the aggregate gross re-
ceipts received by the organization
during the immediately preceding 2
taxable years, plus the current year are
$15,000 or less.

If an organization fails to meet the re-
quirements of (a), (b), or (c) of this sub-
division, then with respect to the orga-
nization, such organization shall be re-
quired to file the notices described in
section 508 (a) and (b) within 90 days
after the end of the period described in
(a), (b), or (c) of this subdivision or be-
fore March 22, 1973, whichever is later,
in lieu of the period prescribed in sub-
paragraph (2)(i) of this paragraph.
Thus, for example, if an organization
meets the $7,500 requirement of (a) of
this subdivision for its first taxable
year, but fails to meet the $12,000 re-
quirement of (b) of this subdivision for
the period ending with its second tax-
able year, then such organization shall
meet the notification requirements of
section 508(a)(1) and 508(b) and subpara-
graph (2)(i) of this paragraph if it files
such notification within 90 days after
the close of its second taxable year. If
an organization which has been in ex-
istence at least 3 taxable years meets
the requirements of (a), (b), and (c)
with respect to all prior taxable years,
but fails to meet the requirements of
(c) of this subdivision with respect to
the current taxable year, then even if
the organization fails to make such no-
tification within 90 days after the close
of the current taxable year, section
508(a)(1) and 508(b) shall not apply with
respect to its prior years. In such a
case, the organization shall not be
treated as described in section 501(c)(3)
for a period beginning with such cur-
rent taxable year and ending when
such notice is given under section
508(a)(2).
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(iii) For a definition of gross receipts
for purposes of subdivision (i)(b) of this
subparagraph and paragraph (b)(7)(ii) of
this section, see § 1.6033–2(g)(4).

(4) Voluntary filings by new organiza-
tions excepted from filing notice. Any or-
ganization excepted from the require-
ment of filing notice under section
508(a) will be exempt from taxation
under section 501(c)(3) if it meets the
requirements of that section, whether
or not it files such notice. However, in
order to establish its exemption with
the Internal Revenue Service and re-
ceive a ruling or determination letter
recognizing its exempt status, an orga-
nization excepted from the notice re-
quirement by reason of subparagraph
(3) of this paragraph should file proof of
its exemption in the manner prescribed
in § 1.501(a)–1.

(b) Presumption that old and new orga-
nizations are private foundations—(1) In
general. Except as provided in subpara-
graph (7) of this paragraph, any organi-
zation (including an organization in ex-
istence on October 9, 1969) which is de-
scribed in section 501(c)(3), and which
does not notify the Commissioner with-
in the time and in the manner pre-
scribed in subparagraph (2) that it is
not a private foundation, will be pre-
sumed to be a private foundation.

(2) Filing of notice. (i) Except as pro-
vided in subparagraph (7) of this para-
graph, an organization must file the
notice described in section 508(b) and
subparagraph (1) of this paragraph
within 15 months from the end of the
month in which such organization was
organized, or before March 22, 1973,
whichever comes later. See paragraph
(a)(2)(iii) of this section, for rules per-
taining to when an organization is or-
ganized.

(ii) Any organization filing notice
under this paragraph that has received
a ruling or determination letter from
the Internal Revenue Service dated on
or before July 13, 1970, recognizing its
exemption from taxation under section
501(c)(3) (or the corresponding provi-
sions of prior law), shall file the notice
described in section 508(b) by submit-
ting a properly completed and executed
Form 4653, Notification Concerning
Foundation Status.

(iii) The financial schedule on Form
4653 need be completed only if the orga-

nization is, or thinks it might be, de-
scribed in section 170(b)(1)(A) (iv) or
(vi) or section 509(a)(2).

(iv) Any organization filing notice
under this paragraph that has not re-
ceived a ruling or determination letter
from the Internal Revenue Service
dated on or before July 13, 1970, recog-
nizing its exemption from taxation
under section 501(c)(3) (or the cor-
responding provisions of prior law),
shall file its notice by submitting a
properly completed and executed Form
1023 and providing information that it
is not a private foundation. The organi-
zation shall also submit all informa-
tion required by the regulations under
section 170 or 509 (whichever is applica-
ble) necessary to establish recognition
of its classification as an organization
described in section 509(a) (1), (2), (3), or
(4). A Form 1023 submitted prior to
July 14, 1970, will satisfy this require-
ment if the organization submits an
additional statement that it is not a
private foundation together with all
pertinent additional information re-
quired. Any statement filed under this
subdivision shall be accompanied by a
written declaration by the principal of-
ficer, manager or authorized trustee
that there is a reasonable basis in law
and in fact for the statement that the
organization so filing is not a private
foundation, and that to the best of the
knowledge and belief of such officer,
manager or trustee, the information
submitted is complete and correct.

(v) The notice filed under subdivision
(ii) of this subparagraph should be filed
in accordance with the instructions ap-
plicable to Form 4653. The notice re-
quired by subdivision (iv) of this sub-
paragraph should be filed with the dis-
trict director. An extension of time for
the filing of such notice may be grant-
ed by the Director of the Internal Rev-
enue Service Center or district director
upon timely request by the organiza-
tion to such person, if the organization
demonstrates that additional time is
required.

(3) Effect of notice upon the filing orga-
nization. (i) The notice filed under this
paragraph may not be relied upon by
the organization so filing unless and
until the Internal Revenue Service no-
tifies the organization that it is an or-
ganization described in paragraph (1),
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(2), (3), or (4), of section 509(a). For pur-
poses of the preceding sentence, an or-
ganization that has filed notice under
section 508(b), and has previously re-
ceived a ruling that it is an organiza-
tion described in section 170(b)(1)(A)
(other than clauses (vii) and (viii)
thereof), will be considered to have
been notified by the Internal Revenue
Service that it is an organization de-
scribed in paragraph (1) of section
509(a) if (a) the facts and circumstances
forming the basis for the issuance of
such ruling have not substantially
changed, and (b) the ruling issued
under that section has not been re-
voked expressly or by a subsequent
change of the law or regulations under
which the ruling was issued.

(ii) If an organization has filed a no-
tice under section 508(b) stating that it
is not a private foundation and desig-
nating only one paragraph of section
509(a) under which it claims recogni-
tion of its classification (such as an or-
ganization described in section
509(a)(2)), and if it has received a ruling
or determination letter which recog-
nizes that it is not a private foundation
but which fails to designate the para-
graph under section 509(a) in which it
is described, then such organization
will be treated as described under the
paragraph designated by it, until such
ruling or determination letter is modi-
fied or revoked. The rule in the pre-
ceding sentence shall not apply to an
organization which indicated that it
does not know its status under section
509(a) or which claimed recognition of
its status under more than one para-
graph of section 509(a).

(4) Effect of notice upon grantors or
contributors to the filing organization. In
the case of grants, contributions, or
distributions made prior to:

(i) In the case of community trusts, 6
months after the date on which correc-
tive and clarifying regulations des-
ignated as § 1.170A–9(e)(10) become
final;

(ii) In the case of medical research
organizations, 6 months after the date
on which corrective and clarifying reg-
ulations designated as § 1.170A–9(b)(2),
become final, and

(iii) In all other cases, January 1,
1976, any organization which has prop-
erly filed the notice described in sec-

tion 508(b) prior to March 22, 1973 will
not be treated as a private foundation
for purposes of making any determina-
tion under the internal revenue laws
with respect to a grantor, contributor
or distributor (as for example, a pri-
vate foundation distributing all of its
net assets pursuant to a section
507(b)(1)(A) termination) thereto, un-
less the organization is controlled di-
rectly or indirectly by such grantor,
contributor or distributor, if by the
30th day after the day on which such
notice is filed, the organization has not
been notified by the Commissioner that
the notice filed by such organization
has failed to establish that such orga-
nization is not a private foundation.
See subparagraph (6) of this paragraph
for the effect of an adverse notice by
the Internal Revenue Service. For pur-
poses of this subparagraph, an organi-
zation which has properly filed notice
described in section 508(b) prior to
March 22, 1973, and which has claimed
recognition of its status under only one
paragraph of section 509(a) in such no-
tice, will be treated only for purposes
of grantors, contributors or distribu-
tors as having the classification
claimed in the notice if the provisions
of this subparagraph are otherwise sat-
isfied.

(5) Statement that old and new organi-
zations are operating foundations. (i)
Any organization (including an organi-
zation in existence on October 9, 1969)
which is described in section 501(c)(3)
may submit a statement, in the form
and manner provided for notice in sub-
paragraph (2) of this paragraph, that it
is an operating foundation (as defined
in section 4942(j)(3)) and include in such
statement:

(a) Necessary supporting information
as required by the regulations under
section 4942(j)(3) to confirm such deter-
mination (including a statement iden-
tifying the clause of section
4942(j)(3)(B) that is applicable); and

(b) A written declaration by the prin-
cipal officer, manager, or authorized
trustee that there is a reasonable basis
in law and in fact that the organization
so filing is an operating foundation,
and that to the best of the knowledge
and belief of such officer, manager or
trustee, the information submitted is
complete and correct.
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(ii) The statement filed under this
subparagraph may not be relied upon
by the organization so filing unless and
until the Internal Revenue Service no-
tifies the organization that it is an op-
erating foundation described in section
4942(j)(3).

(iii) In the case of grants, contribu-
tions, or distributions made prior to
March 22, 1973, any organization which
has properly filed the statement de-
scribed in this subparagraph prior to
such date will be treated as an oper-
ating foundation for purposes of mak-
ing any determination under the inter-
nal revenue laws with respect to a
grantor, contributor, or distributor
thereto, unless the organization is con-
trolled directly or indirectly by such
grantor, contributor, or distributor, if
by the 30th day after the day on which
such statement is filed, the organiza-
tion has not been notified by the Com-
missioner or his delegate that its state-
ment has failed to establish that such
organization is an operating founda-
tion. See subparagraph (6) of this para-
graph for the effect of an adverse no-
tice by the Internal Revenue Service.

(6) Effect of notice by Internal Revenue
Service concerning organization’s notice
or statement. Subparagraph (4) and sub-
division (iii) of subparagrph (5) of this
paragraph shall have no effect:

(i) With respect to a grantor, contrib-
utor, or distributor to any organization
for any period after the date on which
the Internal Revenue Service makes
notice to the public (such as by publi-
cation in the Internal Revenue Bul-
letin) that a grantor, contributor, or
distributor to such organization can no
longer rely upon the notice or state-
ment submitted by such organization;
and

(ii) Upon any grant, contribution, or
distribution made to an organization
on or after the date on which a grantor,
contributor, or distributor acquired
knowledge that the Internal Revenue
Service has given notice to such orga-
nization that its notice or statement
has failed to establish that such orga-
nization either is not a private founda-
tion, or is an operating foundation, as
the case may be.

(7) Exceptions from notice. Subpara-
graphs (1) and (2) of this paragraph are

inapplicable to the following organiza-
tions:

(i) Churches, interchurch organiza-
tions of local units of a church, conven-
tions or associations of churches, or in-
tegrated auxiliaries of a church, such
as a men’s or women’s organization, re-
ligious school, mission society, or
youth group;

(ii) Any organization which is not a
private foundation (as defined in sec-
tion 509(a)) and the gross receipts of
which in each taxable year are nor-
mally not more than $5,000 (as deter-
mined under paragraph (a)(3)(ii) of this
section);

(iii) Subordinate organizations (other
than private foundations) covered by a
group exemption letter but only if the
parent or supervisory organization sub-
mits a notice covering the subordi-
nates;

(iv) Trusts described in section
4947(a)(1); and

(v) Any other class of organization
that the Commissioner from time to
time excludes from the notification re-
quirements of section 508(b).

(8) Voluntary filings by organizations
excepted from filing notice. Any organi-
zation excepted from the requirement
of filing notice under section 508(b) by
reason of subdivisions (i), (ii), and (v)
of subparagraph (7) of this paragraph
may receive the benefits of subpara-
graph (4) of this paragraph by filing
such notice.

(Secs. 508 and 7805 of the Internal Revenue
Code of 1954 (68A Stat. 917; 26 U.S.C. 7805))

[T.D. 7232, 37 FR 28289, Dec. 22, 1972, as
amended by T.D. 7342, 40 FR 1237, Jan. 7, 1975;
T.D. 7395, 41 FR 1063, Jan. 6, 1976; T.D. 8640,
60 FR 65552, Dec. 20, 1995]

§ 1.508–2 Disallowance of certain char-
itable, etc., deductions.

(a) Gift or bequest to organizations sub-
ject to section 507(c) tax—(1) General rule.
No gift or bequest made to an organiza-
tion upon which the tax provided by
section 507(c) has been imposed shall be
allowed as a deduction under section
170, 545(b)(2), 556(b)(2), 642(c), 2055,
2106(a)(2), or 2522, if such gift or be-
quest is made:

(i) By any person after notification
has been made by the organization
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under section 507(a)(1) or after notifica-
tion has been made by the Commis-
sioner under section 507(a)(2)(B), or

(ii) By a substantial contributor (as
defined in section 507(d)(2)) in his tax-
able year which includes the first day
on which action is taken by such orga-
nization which culminates in the impo-
sition of tax under section 507(c) and
any subsequent taxable year.
For purposes of subdivision (ii) of this
subparagraph, the first day on which
action is taken by an organization
which culminates in the imposition of
tax under section 507(c) shall be deter-
mined under the rules set forth in
§ 1.507–7(b) (1) and (2).

(2) Exception. Subparagraph (1) of this
paragraph shall not apply if the entire
amount of the unpaid portion of the
tax imposed by section 507(c) is abated
by the Commissioner under section
507(g).

(b) Gift or bequest to taxable private
foundation, section 4947 trust, etc.—(1)
General rule. (i) Except as provided in
subparagraph (2) of this paragraph, no
gift or bequest made to an organization
shall be allowed as a deduction under
section 170, 545(b)(2), 556(b)(2), 642(c),
2055, 2106(a)(2), or 2522, if such gift or
bequest is made:

(a) To a private foundation or a trust
described in section 4947(a)(2) in a tax-
able year for which it fails to meet the
requirements of section 508(e) (deter-
mined without regard to section
508(e)(2) (B) and (C), or

(b) To any organization in a period
for which it is not treated as an organi-
zation described in section 501(c)(3) by
reason of section 508(a).

(ii) For purposes of subdivision (i)(a)
of this subparagraph the term taxable
year refers to the taxable year of the
donee or beneficiary organization. In
the event a bequest is made to a pri-
vate foundation or trust described in
section 4947(a)(2) which is not in exist-
ence at the date of the testator’s death
(but which is created under the terms
of the testator’s will), the term taxable
year shall mean the first taxable year
of the private foundation or trust.

(iii) For purposes of subdivision (i)(a)
of this subparagraph, an organization
does not fail to meet the requirements
of section 508(e) for a taxable year, un-
less it fails to meet such requirements

for the entire year. Therefore, even if a
donee organization fails to meet the re-
quirements of section 508(e) on the date
it receives a grant from a donor, the
donor’s grant will not be disallowed by
operation of section 508(d)(2)(A) and
subdivision (i)(a) of this subparagraph,
if the organization meets the require-
ments of section 508(e) (determined
without regard to section 508(e)(2) (B)
or (C) ) by the end of its taxable year.

(iv) No deduction will be disallowed
under section 508(d)(2)(A) with respect
to a deduction under section 170,
545(b)(2), 556(b)(2), 642(c), 2055, 2106(a)(2),
or 2522 if during the taxable year in
question, the private foundation or
trust described in section 4947(a)(2) has
instituted a judicial proceeding which
is necessary to reform its governing in-
strument or other instrument in order
to meet the requirements of section
508(e)(1). This subdivision shall not
apply unless within a reasonable time
such judicial proceedings succeed in so
reforming such instrument.

(v) No deduction will be disallowed
under section 508(d)(2)(A) and subdivi-
sion (i)(a) of this subparagraph for any
taxable year beginning before January
1, 1972, with respect to a private foun-
dation or trust described in section 4947
organized before January 1, 1970. See
also § 1.508–3(g) regarding transitional
rules for extending compliance with
section 508(e)(1).

(vi)(a) In the case of a contribution
or bequest to a trust described in sec-
tion 4947(a)(2) other than to a trust to
which subdivision (vii) of this subpara-
graph applies, no deduction shall be
disallowed by reason of section
508(d)(2)(A) on the grounds that such
trust’s governing instrument contains
no provisions with respect to section
4942. Similarly, if for a taxable year
such trust is also a trust described in
section 4947(b)(3), no deduction for such
year shall be so disallowed on the
grounds that the governing instrument
contains no provision with respect to
section 4943 or 4944.

(b) This subdivision may be illus-
trated by the following example:

Example. H executes a will on January 1,
1977, establishing a charitable remainder
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trust (as described in section 664) with in-
come payable to W, his wife, for life, remain-
der to X university, an organization de-
scribed in section 170(b)(1)(A)(ii). The will
provides that the trust is prohibited from en-
gaging in activities which would subject
itself, its foundation manager or a disquali-
fied person to taxes under section 4941 or 4945
of the Code. The will is silent as to sections
4942, 4943, and 4944. H dies February 12, 1978.
Section 508(d)(2)(A) will not operate to dis-
allow any deduction to H’s estate under sec-
tion 2055 with respect to such trust.

(vii)(a) In the case of a trust de-
scribed in section 4947(a)(2) which by
its terms will become a trust described
in section 4947(a)(1) and the governing
instrument of which is executed after
March 22, 1973, the governing instru-
ment shall not meet the requirements
of section 508(e)(1) if it does not con-
tain provisions to the effect that the
trust must comply with the provisions
of section 4942, or sections 4942, 4943,
and 4944 (as the case may be) to the ex-
tent such section or sections shall be-
come applicable to such trust.

(b) This subdivision may be illus-
trated by the following example:

Example. H executes a will on January 1,
1977, establishing a charitable remainder
trust (as described in section 664) with in-
come payable to W, his wife, for life, remain-
der in trust in perpetuity for the benefit of
an organization described in section 170(c).
By its terms the trust will become a trust
described in section 4947(a)(1), and will be-
come a private foundation. The will provides
that the trust is prohibited from engaging in
activities which would subject itself, its
foundation manager or a disqualified person
to taxes under sections 4941 or 4945 of the
Code. The will is silent as to sections 4942,
4943, and 4944. H dies February 12, 1978. Un-
less the trust’s governing instrument is
amended prior to the end of the trust’s first
taxable year, or judicial proceedings have
been instituted under subdivision (iv) of this
subparagraph, section 508(d)(2)(A) will oper-
ate to disallow any deduction to H’s estate
under section 2055 with respect to such trust.

(viii) Since a charitable trust de-
scribed in section 4947(a)(1) is not re-
quired to file a notice under section
508(a), section 508(d)(2)(B) and subdivi-
sion (i)(b) of this subparagraph are not
applicable to such a trust.

(2) Transitional rules. Any deduction
which would otherwise be allowable
under section 642(c)(2), 2106(a)(2), or
2055 shall not be disallowed under sec-

tion 508(d)(2)(A) if such deduction is at-
tributable to:

(i) Property passing under the terms
of a will executed on or before October
9, 1969,

(a) If the decedent dies after October
9, 1969, but before October 9, 1972, with-
out having amended any dispositive
provision of the will after October 9,
1969, by codicil or otherwise,

(b) If the decedent dies after October
9, 1969, and at no time after that date
had the right to change the portions of
the will which pertains to the passing
of property to, or for the use of, an or-
ganization described in section
170(c)(2)(B) or 2055(a), or

(c) If no dispositive provision of the
will is amended by the decedent, by
codicil or otherwise, before October 9,
1972, and the decedent is on October 9,
1972, and at all times thereafter under
a mental disability (as defined in
§ 1.642(c)–2(b)(3)(ii)) to amend the will
by codicil or otherwise, or

(ii) Property transferred in trust on
or before October 9, 1969,

(a) If the grantor dies after October 9,
1969, but before October 9, 1972, without
having amended, after October 9, 1969,
any dispositive provision of the instru-
ment governing the disposition of the
property,

(b) If the property transferred was an
irrevocable interest to, or for the use
of, an organization described in section
170(c)(2)(B) or 2055(a),

(c) In the case of a deduction under
section 2106(a)(2) or 2055; if no disposi-
tive provision of the instrument gov-
erning the disposition of the property
is amended by the grantor before Octo-
ber 9, 1972, and the grantor is on Octo-
ber 9, 1972, and at all times thereafter
under a mental disability (as defined in
§ 1.642(c)–2(b)(3)(ii)) to change the dis-
position of the property, or

(d) In the case of a deduction under
section 642(c)(2)(A), if the grantor is at
all times after October 9, 1969, and up
to, and including, the last day of the
taxable year for which the deduction
under such section is claimed, under a
mental disability (as defined in
§ 1.642(c)–2(b)(3)(ii)) to change the terms
of the trust.
See also § 1.508–3(g) regarding the ex-
tension of time for compliance with
section 508(e), § 1.664–1(f)(3) (ii) and (g)
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regarding the special transitional rules
for charitable remainder annuity and
unitrusts described in section 664 which
were created prior to December 31, 1972,
and § 20.2055–2(e)(4) of this chapter re-
garding the rules for determining if the
dispositive provisions have been
amended.

[T.D. 7232, 37 FR 28291, Dec. 22, 1972]

§ 1.508–3 Governing instruments.
(a) General rule. A private foundation

shall not be exempt from taxation
under section 501(a) for a taxable year
unless by the end of such taxable year
its governing instrument includes pro-
visions the effects of which are:

(1) To require distributions at such
times and in such manner as not to
subject the foundation to tax under
section 4942, and

(2) To prohibit the foundation from
engaging in any act of self-dealing (as
defined in section 4941(d)), from retain-
ing any excess business holdings (as de-
fined in section 4943(c)), from making
any investments in such manner as to
subject the foundation to tax under
section 4944, and from making any tax-
able expenditures (as defined in section
4945(d)).

(b) Effect and nature of governing in-
strument—(1) In general. Except as pro-
vided in paragraph (d) of this section,
the provisions of a foundation’s gov-
erning instrument must require or pro-
hibit, as the case may be, the founda-
tion to act or refrain from acting so
that the foundation, and any founda-
tion managers or other disqualified
persons with respect thereto, shall not
be liable for any of the taxes imposed
by sections 4941, 4942, 4943, 4944, and
4945 of the Code or, in the case of a
split-interest trust described in section
4947(a)(2), any of the taxes imposed by
those sections of chapter 42 made appli-
cable under section 4947. Specific ref-
erence to these sections of the Code
will generally be required to be in-
cluded in the governing instrument,
unless equivalent language is used
which is deemed by the Commissioner
to have the same full force and effect.
However, a governing instrument
which contains only language suffi-
cient to satisfy the requirements of the
organizational test under § 1.501(c)(3)–
1(b) will not be considered as meeting

the requirements of this subparagraph,
regardless of the interpretation placed
on such language as a matter of law by
a State court in a particular jurisdic-
tion, unless the requirements of para-
graph (d) of this section are satisfied.

(2) Corpus. A governing instrument
does not meet the requirements of
paragraph (a)(1) of this section if it ex-
pressly prohibits the distribution of
capital or corpus.

(3) Savings provisions. For purposes of
sections 508(d)(2) (A) and (e), a gov-
erning instrument need not include
any provision which is inconsistent
with section 101(l) (2), (3), (4), or (5) of
the Tax Reform Act of 1969 (83 Stat.
533), as amended by sections 1301 and
1309 of the Tax Reform Act of 1976 (90
Stat. 1713, 1729), with respect to the or-
ganization. Accordingly, a governing
instrument complying with the re-
quirements of subparagraph (1) of this
paragraph may incorporate any savings
provision contained in section 101(l) (2),
(3), (4), or (5) of the Tax Reform Act of
1969, as amended by sections 1301 and
1309 of the Tax Reform Act of 1976, as a
specific exception to the general provi-
sions of paragraph (a) of this section.
In addition, in the absence of any ex-
press provisions to the contrary, the
exceptions contained in such savings
provisions will generally be regarded as
contained in a governing instrument
meeting the requirements of subpara-
graph (1) of this paragraph.

(4) Excess holdings. For purposes of
paragraph (a)(2) of this section, the
prohibition against retaining any excess
business holdings (as defined in section
4943(c)) shall be deemed only to pro-
hibit the foundation from retaining
any excess business holdings when such
holdings would subject the foundation
to tax under section 4943(a).

(5) Revoked ruling on status. In the
case of an organization which:

(i) Has been classified as an organiza-
tion described in section 509(a) (1), (2),
(3), or (4), and

(ii) Subsequently receives a ruling or
determination letter stating that it is
no longer described in section 509(a) (1),
(2), (3), or (4), but is a private founda-
tion within the meaning of section 509,
such organization shall have 1 year
from the date of receipt of such ruling
or determination letter, or the final
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ruling or determination letter if a pro-
test is filed to an earlier one, to meet
the requirements of section 508(e). Sec-
tion 508(d)(2)(A) shall not be applicable
with respect to gifts and bequests made
during this 1-year period if such re-
quirements are met within the 1-year
period.

(6) Judicial proceeding. For purposes of
paragraphs (a), (b)(5), (d)(2), and (e)(3)
of this section, an organization shall be
deemed to have met the requirements
of section 508(e) within a year, if a judi-
cial proceeding which is necessary to
reform its governing instrument or
other instrument is instituted within
the year and within a reasonable time
the organization, in fact, meets the re-
quirements of section 508(e). For pur-
poses only of paragraphs (b)(5), (d)(2),
and (e)(3) of this section, if an organi-
zation organized before January 1, 1970,
institutes such a judicial proceeding
within such 1-year period, section 508
(e)(2)(C) shall be applied as if such pro-
ceeding had been instituted prior to
January 1, 1972.

(c) Meaning of governing instrument.
For purposes of section 508(e), the term
governing instrument shall have the
same meaning as the term articles of or-
ganization under § 1.501(c)(3)–1(b)(2). The
bylaws of an organization shall not
constitute its governing instrument for
purposes of section 508(e).

(d) Effect of State law—(1) In general.
A private foundation’s governing in-
strument shall be deemed to conform
with the requirements of paragraph (a)
of this section if valid provisions of
State law have been enacted which:

(i) Require it to act or refrain from
acting so as not to subject the founda-
tion to the taxes imposed by section
4941 (relating to taxes on self-dealing),
4942 (relating to taxes on failure to dis-
tribute income), 4943 (relating to taxes
on excess business holdings), 4944 (re-
lating to taxes on investments which
jeopardize charitable purpose), and 4945
(relating to taxable expenditures); or

(ii) Treat the required provisions as
contained in the foundation’s gov-
erning instrument.

(2) Validity. (i) Any provision of State
law described in subparagraph (1) of
this paragraph shall be presumed valid
as enacted, and in the absence of State
provisions to the contrary, to apply

with respect to any foundation that
does not specifically disclaim coverage
under State law (either by notification
to the appropriate State official or by
commencement of judicial proceedings)
except as provided in subdivisions (ii)
and (iii) of this subparagraph.

(ii) If such provision is declared in-
valid or inapplicable with respect to a
class of foundations by the highest ap-
pellate court of the State or by the Su-
preme Court of the United States, the
foundations covered by the determina-
tion must meet the requirements of
section 508(e) within 1 year from the
date on which the time for perfecting
an application for review by the Su-
preme Court expires. If such applica-
tion is filed, the requirements of sec-
tion 508(e) must be met within a year
from the date on which the Supreme
Court disposes of the case, whether by
denial of the application for review or
decision on the merits.

(iii) In addition, if such provision of
State law is declared invalid or inappli-
cable with respect to a class of founda-
tions by any court of competent juris-
diction which decision is not reviewed
by a court referred to in subdivision (ii)
of this subparagraph, and the Commis-
sioner makes notice to the general pub-
lic (such as by publication in the Inter-
nal Revenue Bulletin) that such provi-
sion has been so declared invalid or in-
applicable, then all foundations in such
State must meet the requirements of
section 508(e), without reliance upon
such statute to the extent declared in-
valid or inapplicable by such decision,
within 1 year from the date such notice
is made public.

(iv) This subparagraph shall not
apply to any foundation that is subject
to a final judgment entered by a court
of competent jurisdiction, holding the
law invalid or inapplicable with respect
to such foundation. See paragraph
(b)(6) of this section for the effect of
certain judicial proceedings that are
brought within 1 year.

(3) Conflicting instrument. For taxable
years beginning after March 22, 1973 in
order for a private foundation or trust
described in section 4947(a)(2) to re-
ceive the benefit of coverage under any
State statute which makes applicable
the requirements of section 508(e)(1)
(A) and (B), where the statute by its
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terms does not apply to a governing in-
strument which contains a mandatory
direction conflicting with any of such
requirements, such organization must
indicate on its annual return required
to be filed under section 6033 (or sec-
tion 6012 in the case of a trust de-
scribed in section 4947(a)) that its gov-
erning instrument contains no manda-
tory directions which conflict with the
requirements of section 508(e)(1) (A) or
(B), as incorporated by the State stat-
ute. General language in a governing
instrument empowering the trustee to
make investments without being lim-
ited to those investments authorized
by law will not be regarded as a manda-
tory conflicting direction.

(4) Exclusion from statute. (i) For any
taxable year beginning after March 22,
1973 in the case of a private foundation
or trust described in section 4947(a)(2)
subject to a State statute which makes
applicable the requirements of section
508(e)(1) (A) and (B) to the governing
instruments of such organizations,
other than those which take action to
be excluded therefrom (such as by fil-
ing a notice of exclusion or by insti-
tuting appropriate judicial pro-
ceedings), an organization will receive
the benefit of such State statute only
if it indicates on its annual return re-
quired to be filed under section 6033 (or
section 6012 in the case of a trust de-
scribed in section 4947(a)) that it has
not so taken action to be excluded.

(ii) This paragraph permits certain
organizations that are subject to the
provisions of such a State law, to avoid
changing their governing instruments
in order to meet the requirements of
section 508(e)(1). Since an organization
which avoids the application of a provi-
sion or provisions of State law, such as
by filing a notice of exclusion, is not
entitled to the benefits of this para-
graph, such an organization must meet
the requirements of section 508(e)(1)
without regard to this paragraph and
except as provided in section
508(e)(2)(C) or paragraph (g)(1)(iii) of
this section must change its governing
instrument to the extent inconsistent
with section 508(e)(1).

(5) Treatment of prevailing conflicting
clause. If provisions of State law are in-
applicable to a clause in a governing
instrument which is contrary to the

provisions of section 508(e)(1), the re-
quirements of section 508(e)(2)(C) and
paragraph (g)(1)(iii) of this section are
not satisfied by a provision of State
law which purports to eliminate the
need for litigation under such cir-
cumstances. Therefore, except as oth-
erwise provided in this section unless
the governing instrument is changed or
litigation is commenced pursuant to
section 508(e)(2)(B) by an organization
organized before January 1, 1970, or
pursuant to paragraph (g)(1)(ii) of this
section, to amend the nonconforming
provision to meet the requirements of
section 508(e)(1) (A) and (B), then pur-
suant to section 508(e), such organiza-
tion will not be exempt from taxation.

(6) Retroactive application to grants or
bequests. If valid provisions of such a
State law apply retroactively to a tax-
able year within which an organization
has received a grant or request, section
508(d)(2)(A) shall not apply so as to dis-
allow such grant or bequest, but only if
such valid provisions of State law are
enacted within 2 years of such grant or
bequest.

(e) Effect of section 508(e) upon section
4947 trusts—(1) Section 4947(a)(1) trusts. A
charitable trust described in section
4947(a)(1) (unless also described in a
paragraph of section 509(a)) is subject
to all the provisions of paragraph (a) of
this section.

(2) Section 4947(a)(2) trusts. A split-in-
terest trust described in section
4947(a)(2), as long as it is so described,
is subject to the provisions of para-
graph (a)(2) of this section, except to
the extent that section 4947 makes any
such provisions inapplicable to certain
trusts and certain amounts in trust.
The governing instrument of a trust
described in section 4947(a)(2) may ex-
cept amounts described in section
4947(a)(2) (A), (B), and (C) from the re-
quirements of paragraph (a)(2) of this
section. In the case of a trust having
amounts transferred to it both before
May 27, 1969, and after May 26, 1969, its
governing instrument may except from
the provisions of paragraph (a)(2) of
this section only those segregated
amounts excluded from the application
of section 4947(a)(2) by reason of sec-
tion 4947(a)(2)(C) and the regulations
thereunder. Also, the governing instru-
ment of such a trust may exclude the
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application of sections 4943 and 4944 for
any period during which such trust is
described in section 4947(b)(3) (A) or
(B). See § 53.4947–1(c) of this chapter for
rules relating to the applicability of
section 4947 to split-interest trusts and
§ 1.508–2(b)(1) (vi) and (vii) for rules re-
lating to the deductibility of grants or
bequests to such trusts.

(3) A section 4947(a)(2) trust becoming a
section 4947(a)(1) trust. If the governing
instrument of a trust described in sec-
tion 4947(a)(2) meets the applicable re-
quirements of paragraph (a)(2) of this
section and such trust ceases to be so
described and becomes instead a trust
described in section 4947(a)(1), then
such governing instrument must meet,
prior to the end of 12 months from the
date such trust first becomes described
in section 4947(a)(1) (except as other-
wise provided in this section) all the
requirements of paragraph (a) of this
section in order to comply with section
508(e).

(f) Special rules for existing private
foundations. (1) Pursuant to section
508(e)(2), section 508(e)(1) and paragraph
(a) of this section shall not apply in the
case of any organization whose gov-
erning instrument was executed before
January 1, 1970:

(i) To any taxable year beginning be-
fore January 1, 1972;

(ii) To any period after December 31,
1971, during the pendency of any judi-
cial proceeding begun before January 1,
1972, by the private foundation which is
necessary to reform, or to excuse such
foundation from compliance with, its
governing instrument or any other in-
strument in order to meet the require-
ments of section 508(e)(1); and

(iii) To any period after the termi-
nation of any judicial proceeding de-
scribed in subdivision (ii) of this sub-
paragraph during which its governing
instrument or any other instrument
does not permit it to meet the require-
ments of section 508(e)(1).

(2) For purposes of subparagraph (1)
of this paragraph, and § 1.508–
2(b)(1)(vi)(a), a governing instrument
will not be treated as executed before
the applicable date, if, after such date
the dispositive provisions of the instru-
ment are amended (determined under
rules similar to the rules set forth in
§ 20.2055–2(e)(4) of this chapter).

(3) For purposes of subparagraph (1)
(ii) and (iii) of this paragraph, a private
foundation will be treated as meeting
the requirements of section 508(e)(2) (B)
and (C) if it has commenced a nec-
essary and timely proceeding in an ap-
propriate court of original jurisdiction
and such court has ruled that the foun-
dation’s governing instrument or any
other instrument does not permit it to
meet the requirements of section
508(e)(1). Such foundation is not re-
quired to commence proceedings in any
court of appellate jurisdiction in order
to comply with section 508(e)(2)(C). See
also § 1.508–2(b)(2).

(g) Extension of time for compliance
with section 508(e). (1) Except as pro-
vided in subparagraph (2) of this para-
graph, section 508(e)(1) shall not apply
to any private foundation (regardless
of when organized) with respect:

(i) To any taxable year beginning be-
fore the transitional date,

(ii) To any period on or after the
transitional date during the pendency
of any judicial proceeding begun before
the transitional date by the private
foundation which is necessary to re-
form, or to excuse such foundation
from compliance with, its governing
instrument or any other instrument in
order to meet the requirements of sec-
tion 508(e)(1), and

(iii) To any period after the termi-
nation of any judicial proceeding de-
scribed in subdivision (ii) of this sub-
paragraph during which its governing
instrument or any other instrument
does not permit it to meet the require-
ments of section 508(e)(1).

(2) Subparagraph (1) of this para-
graph shall apply only to gifts or be-
quests referred to in section 508(d)(2)(A)
that are made before the transitional
date.

(3) For purposes of this paragraph the
term transitional dates means the ear-
lier of the following dates:

(i) In the case of a medical research
organization, May 21, 1976 or in the
case of a community trust February 10,
1977, or
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(ii) The 91st day after the date an or-
ganization receives a final ruling or de-
termination letter that it is a private
foundation under section 509(a).

[T.D. 7232, 37 FR 28292, Dec. 22, 1972, as
amended by T.D. 7440, 41 FR 50656, Nov. 17,
1976; T.D. 7678, 45 FR 12415, Feb. 26, 1980]

§ 1.508–4 Effective date.

Except as otherwise provided, §§ 1.508–
1 through 1.508–3 shall take effect on
January 1, 1970.

(Sec. 7805 of the Internal Revenue Code of
1954, 68A Stat. 917; 26 U.S.C. 7805)

[T.D. 7232, 37 FR 28294, Dec. 22, 1972]

§ 1.509(a)–1 Definition of private foun-
dation.

In general. Section 509(a) defines the
term private foundation to mean any
domestic or foreign organization de-
scribed in section 501(c)(3) other than
an organization described in section
509(a) (1), (2), (3), or (4). Organizations
which fall into the categories excluded
from the definition of private founda-
tion are generally those which either
have broad public support or actively
function in a supporting relationship
to such organizations. Organizations
which test for public safety are also ex-
cluded.

[T.D. 7212, 37 FR 21907, Oct. 17, 1972]

§ 1.509(a)–2 Exclusion for certain orga-
nizations described in section
170(b)(1)(A).

(a) General rule. Organizations de-
scribed in section 170(b)(1)(A) (other
than in clauses (vii) and (viii)) are ex-
cluded from the definition of private
foundation by section 509(a)(1). For the
requirements to be met by organiza-
tions described in section 170(b)(1)(A)
(i) through (vi), see § 1.170A–9 (a)
through (e) and paragraph (b) of this
section. For purposes of this section,
the parenthetical language other than
in clauses (vii) and (viii) used in section
509(a)(1) means other than an organiza-
tion which is described only in clause (vii)
or (viii). For purposes of this section, an
organization may qualify as a section
509(a)(1) organization regardless of the
fact that it does not satisfy section
170(c)(2) because:

(1) Its funds are not used within the
United States or its possessions, or

(2) It was created or organized other
than in, or under the law of, the United
States, any State or territory, the Dis-
trict of Columbia, or any possession of
the United States.

(b) Medical research organizations. In
order to qualify under section 509(a)(1)
as a medical research organization de-
scribed in section 170(b)(1)(A)(iii), an
organization must meet the require-
ments of section 170(b)(1)(A)(iii) and
§ 1.170A–9(c)(2), except that, solely for
purposes of classification as a section
509(a)(1) organization, such organiza-
tion need not be committed to spend
every contribution for medical re-
search before January 1 of the fifth cal-
endar year which begins after the date
such contribution is made.

[T.D. 7212, 37 FR 21907, Oct. 17, 1972]

§ 1.509(a)–3 Broadly, publicly sup-
ported organizations.

(a) In general—(1) General rule. Sec-
tion 509(a)(2) excludes certain types of
broadly, publicly supported organiza-
tions from private foundation status.
An organization will be excluded under
section 509(a)(2) if it meets the one-
third support test under section
509(a)(2)(A) and the not–more–than–
one–third support test under section
509(a)(2)(B).

(2) One–third support test. An organi-
zation will meet the one-third support
test if it normally (within the meaning
of paragraph (c), (d), or (e) of this sec-
tion) receives more than one-third of
its support in each taxable year from
any combination of:

(i) Gifts, grants, contributions, or
membership fees, and

(ii) Gross receipts from admissions,
sales of merchandise, performance of
services, or furnishing of facilities, in
an activity which is not an unrelated
trade or business (within the meaning
of section 513), subject to certain limi-
tations described in paragraph (b) of
this section,
from permitted sources. For purposes
of this section, governmental units, or-
ganizations described in section
509(a)(1) and persons other than dis-
qualified persons with respect to the
organization shall be referred to as per-
mitted sources. For purposes of this
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section, the amount of support received
from the sources described in subdivi-
sions (i) and (ii) of this subparagraph
(subject to the limitations referred to
in this subparagraph) will be referred
to as the numerator of the one-third
support total amount of support re-
ceived (as defined in section 509(d)) will
be referred to as the denominator of
the one-third support fraction. For pur-
poses of section 509(a)(2), paragraph (f)
of this section distinguishes gifts and
contributions from gross receipts;
paragraph (g) of this section distin-
guishes grants from gross receipts;
paragraph (h) of this section defines
membership fees; paragraph (i) of this
section defines any bureau or similar
agency of a governmental unit; para-
graph (j) of this section describes the
treatment of certain indirect forms of
support; paragraph (k) of this section
describes the method of accounting for
support; paragraph (l) of this section
describes the treatment of gross re-
ceipts from section 513(a) (1), (2), or (3)
activities; and paragraph (m) of this
section distinguishes gross receipts
from gross investment income.

(3) Not-more-than-one-third support
test—(i) In general. An organization will
meet the not-more-than-one-third sup-
port test under section 509(a)(2)(B) if it
normally (within the meaning of para-
graph (c), (d), or (e) of this section) re-
ceives not more than one-third of its
support in each taxable year from the
sum of its gross investment income (as
defined in section 509(e)) and the excess
(if any) of the amount of its unrelated
business taxable income (as defined in
section 512) derived from trades or
businesses which were acquired by the
organization after June 30, 1975, over
the amount of tax imposed on such in-
come by section 511. For purposes of
this section the amount of support re-
ceived from items described in section
509(a)(2)(B) will be referred to as the
numerator of the not-more-than-one-
third support fraction, and the total
amount of support (as defined in sec-
tion 509(d)) will be referred to as the
denominator of the not-more-than-one-
third support fraction. For purposes of
section 509(a)(2), paragraph (m) of this
section distinguishes gross receipts
from gross investment income. For
purposes of section 509(e), gross invest-

ment income includes the items of in-
vestment income described in § 1.512(b)–
1(a).

(ii) Trade or business. For purposes of
section 509(a)(2)(B)(ii), a trade or busi-
ness acquired after June 30, 1975, by an
organization shall include, in addition
to other trades or businesses:

(A) A trade or business acquired after
such date from, or as a result of the
liquidation of, an organization’s sub-
sidiary which is described in section 502
whether or not the subsidiary was held
on June 30, 1975.

(B) A new trade or business com-
menced by an organization after such
date.

(iii) Allocation of deductions between
businesses acquired before, and businesses
acquired after, June 30, 1975. Deductions
which are allowable under section 512
but are not directly connected to a par-
ticular trade or business, such as de-
ductions referred to in paragraphs (10)
and (12) of section 512(b), shall be allo-
cated in the proportion that the unre-
lated trade or business taxable income
derived from trades or businesses ac-
quired after June 30, 1975, bears to the
organization’s total unrelated business
taxable income, both amounts being
determined without regard to such de-
ductions.

(iv) Allocation of tax. The tax imposed
by section 511 shall be allocated in the
same proportion as in paragraph
(a)(3)(iii) of this section.

(4) Purposes. The one-third support
test and the not–more–than–one–third
support test are designed to insure that
an organization which is excluded from
private foundation status under section
509(a)(2) is responsive to the general
public, rather than to the private in-
terests of a limited number of donors
or other persons.

(b) Limitation on gross receipts—(1)
General rule. In computing the amount
of support received from gross receipts
under section 509(a)(2)(A)(ii) for pur-
poses of the one-third support test of
section 509(a)(2)(A), gross receipts from
related activities received from any
person, or from any bureau or similar
agency of a governmental unit, are in-
cludible in any taxable year only to the
extent that such receipts do not exceed
the greater of $5,000 or 1 percent of the
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organization’s support in such taxable
year.

(2) Examples. The application of this
paragraph may be illustrated by the
examples set forth below. For purposes
of these examples, the term general
public is defined as persons other than
disqualified persons and other than
persons from whom the foundation re-
ceives gross receipts in excess of the
greater of $5,000 or 1 percent of its sup-
port in any taxable year, and the term
gross receipts is limited to receipts from
activities which are not unrelated
trade or business (within the meaning
of section 513).

Example 1. For the taxable year 1970, X, an
organization described in section 501(c)(3),
received support of $10,000 from the following
sources:
Bureau M (a governmental bureau from which X

received gross receipts for services rendered) $25,000
Bureau N (a governmental bureau from which X

received gross receipts for services rendered) 25,000
General public (gross receipts for services ren-

dered) ............................................................... 20,000
Gross investment income .................................... 15,000
Contributions from individual substantial contrib-

utors (defined as disqualified persons under
section 4946(a)(2)) ........................................... 15,000

Total support ......................................... 100,000

Since the $25,000 received from each bureau
amounts to more than the greater of $5,000 or
1 percent of X’s support for 1970 (1% of
$100,000=$1,000) under section 509(a)(2)(A)(ii),
each amount is includible in the numerator
of the one-third support fraction only to the
extent of $5,000. Thus, for the taxable year
1970, X received support from sources which
are taken into account in meeting the one-
third support test of section 509(a)(2)(A) com-
puted as follows:
Bureau M ............................................................. $5,000
Bureau N .............................................................. 5,000
General public ...................................................... 20,000

Total ....................................................... 30,000

Therefore, in making the computations re-
quired under paragraph (c), (d), or (e) of this
section, only $30,000 is includible in the ag-
gregate numerator and $100,000 is includible
in the aggregate denominator of the support
fraction.

Example 2. For the taxable year 1970, Y, an
organization described in section 501(c)(3),
received support of $600,000 from the fol-
lowing sources:
Bureau O (gross receipts for services rendered) $10,000
Bureau P (gross receipts for services rendered) 10,000
General public (gross receipts for services ren-

dered) ............................................................... 150,000
General public (contributions) .............................. 40,000
Gross investment income .................................... 150,000
Contributions from substantial contributors ......... 240,000

Total support ......................................... 600,000

Since the $10,000 received from each bureau
amounts to more than the greater of $5,000 or
1 percent of Y’s support for 1970 (1% of
$600,000=$6,000), each amount is includible in
the numerator of the one-third support frac-
tion only to the extent of $6,000. Thus, for
the taxable year 1970, Y received support
from sources required to meet the one-third
support test of section 509(a)(2)(A) computed
as follows:
Bureau O ............................................................. $6,000
Bureau P .............................................................. 6,000
General public (gross receipts) ........................... 150,000
General public (contributions) .............................. 40,000

Total ....................................................... 202,000

Therefore, in making the computations re-
quired under paragraph (c), (d), or (e) of this
section, $202,000 is includible in the aggre-
gate numerator and $600,000 is includible in
the aggregate denominator of the support
fraction.

(c) Normally—(1) In general—( i) Defi-
nition. The support tests set forth in
section 509(a)(2) are to be computed on
the basis of the nature of the organiza-
tion’s normal sources of support. An or-
ganization will be considered as nor-
mally receiving one-third of its support
from any combination of gifts, grants,
contributions, membership fees, and
gross receipts from permitted sources
(subject to the limitations described in
paragraph (b) of this section) and not
more than one-third of its support from
items described in section 509(a)(2)(B)
for its current taxable year and the
taxable year immediately succeeding
its current year, if, for the 4 taxable
years immediately preceding the cur-
rent taxable year, the aggregate
amount of the support received during
the applicable period from gifts,
grants, contributions, membership
fees, and gross receipts from permitted
sources (subject to the limitations de-
scribed in paragraph (b) of this section)
is more than one-third, and the aggre-
gate amount of the support received
from items described in section
509(a)(2)(B) is not more than one-third
of the total support of the organization
for such 4-year period.

(ii) Exception for material changes in
sources of support. If for the current
taxable year there are substantial and
material changes in an organization’s
sources of support other than changes
arising from unusual grants excluded

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00107 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



108

26 CFR Ch. I (4–1–01 Edition)§ 1.509(a)–3

under subparagraph (3) of this para-
graph, then in applying subdivision (i)
of this subparagraph, neither the 4-
year computation period, applicable to
such year as an immediately suc-
ceeding taxable year, not the 4-year
computation period, applicable to such
year as a current taxable year shall
apply, and in lieu of such computation
periods there shall be applied a com-
putation period consisting of the tax-
able year of substantial and material
changes and the 4 taxable years imme-
diately preceding such year. Thus, for
example, if there are substantial and
material changes in an organization’s
sources of support for taxable year
1976, then even though such organiza-
tion meets the requirements of subdivi-
sion (i) of this subparagraph based on a
computation period of taxable years
1971 through 1974 or 1972 through 1975,
such an organization will not meet the
requirements of section 509(a)(2) unless
it meets the requirements of subdivi-
sion (i) of this subparagraph for a com-
putation period of the taxable years
1972 through 1976. See example 3 in sub-
paragraph (6) of this paragraph for an
illustration of this subdivision. An ex-
ample of a substantial and material
change is the receipt of an unusually
large contribution or bequest which
does not qualify as an unusual grant
under subparagraph (3) of this para-
graph. See subparagraph (5)(ii) of this
paragraph as to the procedure for ob-
taining a ruling whether an unusually
large grant may be excluded as an un-
usual grant.

(iii) Status of grantors and contribu-
tors. (a) If as a result of subdivision (ii)
of this subparagraph, an organization
is not able to meet the requirements of
either the one-third support test de-
scribed in paragraph (a)(2) of this sec-
tion or the not–more–than–one–third
support test described in paragraph
(a)(3) of this section for its current tax-
able year, its status (with respect to a
grantor or contributor under sections
170, 507, 545(b)(2), 556(b)(2), 642(c), 4942,
4945, 2055, 2106(a)(2), and 2522) will not
be affected until notice of change of
status under section 509(a)(2) is made
to the public (such as by publication in
the Internal Revenue Bulletin). The
preceding sentence shall not apply,
however, if the grantor or contributor

was responsible for, or was aware of,
the substantial and material change re-
ferred to in subdivision (ii) of this sub-
paragraph, or acquired knowledge that
the Internal Revenue Service had given
notice to such organization that it
would be deleted from classification as
section 509(a)(2) organization.

(b) A grantor or contributor other
than one of the organization’s found-
ers, creators, or foundation managers
(within the meaning of section 4946(b))
will not be considered to be responsible
for, or aware of, the substantial and
material change referred to in subdivi-
sion (ii) of this subparagraph if such
grantor or contributor has made such
grant or contribution in reliance upon
a written statement by the grantee or-
ganization that such grant or contribu-
tion will not result in the loss of such
organization’s classification as not a
private foundation under section 509(a).
Such statement must be signed by a re-
sponsible officer of the grantee organi-
zation and must set forth sufficient in-
formation, including a summary of the
pertinent financial data for the 4 pre-
ceding years, to assure a reasonably
prudent man that his grant or con-
tribution will not result in the loss of
the grantee organization’s classifica-
tion as not a private foundation under
section 509(a). If a reasonable doubt ex-
ists as to the effect of such grant or
contribution, or if the grantor or con-
tributor is one of the organization’s
founders, creators, or foundation man-
agers, the procedure set forth in sub-
paragraph (5)(ii) of this paragraph may
be followed by the grantee organization
for the protection of the grantor or
contributor.

(iv) Special rule for new organizations.
If an organization has been in existence
for at least 1 taxable year consisting of
at least 8 months, but for fewer than 5
taxable years, the number of years for
which the organization has been in ex-
istence immediately preceeding each
current taxable year being tested will
be substituted for the 4-year period de-
scribed in subdivision (i) of this sub-
paragraph to determine whether the
organization normally meets the re-
quirements of paragraph (a) of this sec-
tion. However, if subdivision (ii) of this
subparagraph applies, then the period
consisting of the number of years for
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which the organization has been in ex-
istence (up to and including the cur-
rent year) will be substituted for the 4-
year period described in subdivision (i)
of this subparagraph. An organization
which has been in existence for at least
1 taxable year, consisting of 8 or more
months, may be issued a ruling or de-
termination letter if it normally meets
the requirements of paragraph (a) of
this section for the number of years de-
scribed in this subdivision. Such an or-
ganization may apply for a ruling or
determination letter under the provi-
sions of this paragraph, rather than
under the provisions of paragraph (d) of
this section. The issuance of a ruling or
determination letter will be discre-
tionary with the Commissioner. See
paragraph (e)(4) of this section as to
the initial determination of the status
of a newly created organization. This
subdivision shall not apply to those or-
ganizations receiving an extended ad-
vance ruling under paragraph (d)(4) of
this section.

(2) Terminations under section
507(b)(1)(B). For the special rules appli-
cable to the term normally as applied to
private foundations which elect to ter-
minate their private foundation status
pursuant to the 12-month or 60-month
procedure provided in section
507(b)(1)(B), see the regulations under
such section.

(3) Exclusion of unusual grants. For
purposes of applying the 4-year aggre-
gation test for support set forth in sub-
paragraph (1) of this paragraph, one or
more contributions (including con-
tributions made prior to Jan. 1, 1970)
may be excluded from the numerator of
the one-third support fraction and from
the denominator of both the one-third
support and not–more–than–one–third
support fractions only if such a con-
tribution meets the requirements of
this subparagraph. The exclusion pro-
vided by this subparagraph is generally
intended to apply to substantial con-
tributions and bequests from disin-
terested parties, which contributions
or bequests:

(i) Are attracted by reason of the
publicly supported nature of the orga-
nization;

(ii) Are unusual or unexpected with
respect to the amount thereof; and

(iii) Would by reason of their size, ad-
versely affect the status of the organi-
zation as normally meeting the one-
third support test for any of the appli-
cable periods described in paragraph
(c), (d), or (e) of this section.
In the case of a grant (as defined in
paragraph (g) of this section) which
meets the requirements of this sub-
paragraph, if the terms of the granting
instrument (whether executed before or
after 1969) require that the funds be
paid to the recipient organization over
a period of years, the amount received
by the organization each year pursuant
to the terms of such grant may be ex-
cluded for such year. However, no item
described in section 509(a)(2)(B) may be
excluded under this subparagraph. The
provisions of this subparagraph shall
apply to exclude unusual grants made
during any of the applicable periods de-
scribed in paragraph (c), (d), or (e) of
this section. See subparagraph (5)(ii) of
this paragraph as to reliance by a
grantee organization upon an unusual
grant ruling under this subparagraph.

(4) Determining factor. In determining
whether a particular contribution may
be excluded under subparagraph (3) of
this paragraph, all pertinent facts and
circumstances will be taken into con-
sideration. No single factor will nec-
essarily be determinative. Among the
factors to be considered are:

(i) Whether the contribution was
made by any person (or persons stand-
ing in a relationship to such person
which is described in section 4946(a)(1)
(C) through (G)) who created the orga-
nization, previously contributed a sub-
stantial part of its support or endow-
ment, or stood in a position of author-
ity, such as a foundation manager
(within the meaning of section 4946(b)),
with respect to the organization. A
contribution made by a person other
than those persons described in this
subdivision will ordinarily be given
more favorable consideration than a
contribution made by a person de-
scribed in this subdivision.

(ii) Whether the contribution was a
bequest or an inter vivos transfer. A
bequest will ordinarily be given more
favorable consideration than an inter
vivos transfer.

(iii) Whether the contribution was in
the form of cash, readily marketable
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securities, or assets which further the
exempt purposes of the organization,
such as a gift of a painting to a mu-
seum.

(iv) Except in the case of a new orga-
nization, whether, prior to the receipt
of the particular contribution, the or-
ganization (a) has carried on an actual
program of public solicitation and ex-
empt activities and (b) has been able to
attract a significant amount of public
support.

(v) Whether the organization may
reasonably be expected to attract a sig-
nificant amount of public support sub-
sequent to the particular contribution.
In this connection, continued reliance
on unusual grants to fund an organiza-
tion’s current operating expenses (as
opposed to providing new endowment
funds) may be evidence that the orga-
nization cannot reasonably be expected
to attract future support from the gen-
eral public.

(vi) Whether, prior to the year in
which the particular contribution was
received, the organization met the one-
third support test described in subpara-
graph (1) of this paragraph without the
benefit of any exclusions of unusual
grants pursuant to subparagraph (3) of
this paragraph;

(vii) Whether neither the contributor
nor any person standing in a relation-
ship to such contributor which is de-
scribed in section 4946(a)(1) (C) through
(G) continues directly or indirectly to
exercise control over the organization;

(viii) Whether the organization has a
representative governing body as de-
scribed in § 1.509(a)–3(d)(3)(i); and

(ix) Whether material restrictions or
conditions (within the meaning of
§ 1.507–2(a)(8)) have been imposed by the
transferor upon the transferee in con-
nection with such transfer.

(5) Grantors and contributors. (i) As to
the status of grants and contributions
which result in substantial and mate-
rial changes in the organization (as de-
scribed in subparagraph (1)(ii) of this
paragraph) and which fail to meet the
requirements for exclusion under sub-
paragraph (3) of this paragraph, see the
rules prescribed in subparagraph (1)(iii)
of this paragraph.

(ii) Prior to the making of any grant
or contribution which will allegedly
meet the requirements for exclusion

under subparagraph (3) of this para-
graph, a potential grantee organization
may request a ruling whether such
grant or contribution may be so ex-
cluded. Requests for such ruling may
be filed by the grantee organization
with the district director. The issuance
of such ruling will be at the sole discre-
tion of the Commissioner. The organi-
zation must submit all information
necessary to make a determination of
the applicability of subparagraph (3) of
this paragraph, including all informa-
tion relating to the factors described in
subparagraph (4) of this paragraph. If a
favorable ruling is issued, such ruling
may be relied upon by the grantor or
contributor of the particular contribu-
tion in question for purposes of sec-
tions 170, 507, 545(b)(2), 556(b)(2), 642(c),
4942, 4945, 2055, 2106(a)(2), and 2522 and
by the grantee organization for pur-
poses of subparagraph (3) of this para-
graph.

(6) Examples. The application of the
principles set forth in this paragraph is
illustrated by the examples set forth
below. For purposes of these examples,
the term general public is defined as
persons other than disqualified persons
and other than persons from whom the
foundation received gross receipts in
excess of the greater of $5,000 or 1 per-
cent of its support in any taxable year,
the term gross investment income is as
defined in section 509(e), and the term
gross receipts is limited to receipts from
activities which are not unrelated
trade or business (within the meaning
of section 513).

Example 1. For the years 1970 through 1973,
X, an organization exempt under section
501(c)(3) which makes scholarship grants to
needy students of a particular city, received
support from the following sources:
1970
Gross receipts (general public) ........................... $35,000
Contributions (substantial contributors) ............... 36,000
Gross investment income .................................... 29,000

Total support ......................................... 100,000
1971
Gross receipts (general public) ........................... 34,000
Contributions (substantial contributors) ............... 35,000
Gross investment income .................................... 31,000

Total support ......................................... 100,000
1972
Gross receipts (general public) ........................... 35,000
Contributions (substantial contributors) ............... 30,000
Gross investment income .................................... 35,000

Total support ......................................... 100,000
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1973
Gross receipts (general public) ........................... 30,000
Contributions (substantial contributors) ............... 39,000
Gross investment income .................................... 31,000

Total support ......................................... 100,000

In applying section 509(a)(2) to the tax-
able year 1974 on the basis of subpara-
graph (1)(i) of this paragraph, the total
amount of support from gross receipts
from the general public ($134,000) for
the period 1970 through 1973 was more
than one-third, and the total amount
of support from gross investment in-
come ($126,000) was less than one-third,
of its total support for the same period
($400,000). For the taxable years 1974
and 1975, X is therefore considered nor-
mally to receive more than one-third of
its support from the public sources de-
scribed in section 509(a)(2)(A) and less
than one-third of its support from
items described in section 509(a)(2)(B)
since due to the pattern of X’s support,
there are no substantial and material
changes in the sources of the organiza-
tion’s support in these years. The fact
that X received less than one-third of
its support from section 509(a)(2)(A)
sources in 1973 and more than one-third
of its support from items described in
section 509(a)(2)(B) in 1972 does not af-
fect its status since it met the normally
test over a 4-year period.

Example 2. Assume the same facts as in ex-
ample 1 except that in 1973 X also received
an unexpected bequest of $50,000 from A, an
elderly widow who was interested in encour-
aging the work of X, but had no other rela-
tionship to it. Solely by reason of the be-
quest, A became a disqualified person. X used
the bequest to create five new scholarships.
Its operations otherwise remained the same.
Under these circumstances X could not meet
the 4-year support test since the total
amount received from gross receipts from
the general public ($134,000) would not be
more than one-third of its total support for
the 4-year period ($450,000). Since A is a dis-
qualified person, her bequest cannot be in-
cluded in the numerator of the one-third sup-
port test under section 509(a)(2)(A). However,
based on the factors set forth in subpara-
graph (4) of this paragraph, A’s bequest may
be excluded as an unusual grant under sub-
paragraph (3) of this paragraph. Therefore, X
will be considered to have met the support
test for the taxable years 1974 and 1975.

Example 3. In 1970, Y, an organization de-
scribed in section 501(c)(3), was created by A,
the holder of all the common stock in M cor-
poration, B, A’s wife, and C, A’s business as-
sociate. Each of the three creators made

small cash contributions to Y to enable it to
begin operations. The purpose of Y was to
sponsor and equip athletic teams for under-
privileged children in the community. Be-
tween 1970 and 1973, Y was able to raise small
amounts of contributions through fund rais-
ing drives and selling admission to some of
the sponsored sporting events. For its first
year of operations, it was determined that Y
was excluded from the definition of private
foundation under the provisions of section
509(a)(2). A made small contributions to Y
from time to time. At all times, the oper-
ations of Y were carried out on a small scale,
usually being restricted to the sponsorship of
two to four baseball teams of underprivi-
leged children. In 1974, M recapitalized and
created a first and second class of 6 percent
nonvoting preferred stock, most of which
was held by A and B. A then contributed 49
percent of his common stock in M to Y. A, B,
and C continued to be active participants in
the affairs of Y from its creation through
1974. A’s contribution of M’s common stock
was substantial and constituted 90 percent of
Y’s total support for 1974. Although Y could
satisfy the one-third support test on the
basis of the four taxable years prior to 1974,
a combination of the facts and cir-
cumstances described in subparagraph (4) of
this paragraph preclude A’s contribution of
M’s common stock in 1974 from being ex-
cluded as an unusual grant under subpara-
graph (3) of this paragraph. A’s contribution
in 1974 constituted a substantial and mate-
rial change in Y’s sources of support within
the meaning of subparagraph (1)(ii) of this
paragraph and on the basis of the 5-year pe-
riod prescribed in subparagraph (1)(ii) of this
paragraph (1970 to 1974), Y would not be con-
sidered as normally meeting the one-third
support test described in paragraph (a)(2) of
this section for the taxable years 1974 (the
current taxable year) and 1975 (the imme-
diately succeeding taxable year).

Example 4. M, an organization described in
section 501(c)(3), was organized in 1971 to pro-
mote the appreciation of ballet in a par-
ticular region of the United States. Its prin-
cipal activities will consist of erecting a the-
ater for the performance of ballet and the or-
ganization and operation of a ballet com-
pany. The governing body of M consists of 9
prominent unrelated citizens residing in the
region who have either an expertise in ballet
or a strong interest in encouraging apprecia-
tion of the art form. In order to provide suf-
ficient capital for M to commence its activi-
ties, X, a private foundation, makes a grant
of $500,000 in cash to M. Although A, the cre-
ator of X, is one of the nine members of M’s
governing body, was one of M’s original
founders, and continues to lend his prestige
to M’s activities and fund raising efforts, A
does not, directly or indirectly, exercise any
control over M. By the close of its first tax-
able year, M has also received a significant
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amount of support from a number of smaller
contributions and pledges from other mem-
bers of the general public. Upon the opening
of its first season of ballet performances, M
expects to charge admission to the general
public. Under the above circumstances, the
grant by X to M may be excluded as an un-
usual grant under subparagraph (3) of this
paragraph for purposes of determining
whether M meets the one-third support test
under section 509(a)(2). Although A was a
founder and member of the governing body of
M, X’s grant may be excluded.

Example 5. Assume the same facts as Exam-
ple 4. In 1974, during M’s third season of oper-
ations, B, a widow, passed away and be-
queathed $4 million to M. During 1971
through 1973, B had made small contribu-
tions to M, none exceeding $10,000 in any
year. During 1971 through 1974, M had re-
ceived approximately $550,000 from receipts
for admissions and contributions from the
general public. At the time of B’s death, no
person standing in a relationship to B de-
scribed in section 4946(a)(1) (C) through (G)
was a member of M’s governing body. B’s be-
quest was in the form of cash and readily
marketable securities. The only condition
placed upon the bequest was that it be used
by M to advance the art of ballet. Under the
above circumstances, the bequest of B to M
may be excluded as an unusual grant under
subparagraph (3) of this paragraph for pur-
poses of determining whether M meets the
one-third support test under section 509(a)(2).

Example 6. O is a research organization de-
scribed in section 501(c)(3). O was created by
A in 1971 for the purpose of carrying on eco-
nomic studies primarily through persons re-
ceiving grants from O and engaging in the
sale of economic publications. O’s five-mem-
ber governing body consists of A, A’s sons, B,
and C, and two unrelated economists. In 1971,
A made a contribution to O of $100,000 to help
establish the organization. During 1971
through 1974 A made annual contributions to
O averaging $20,000 a year. During the same
period, O received annual contributions from
members of the general public averaging
$15,000 per year and receipts from the sale of
its publications averaging $50,000 per year. In
1974, B made an inter vivos contribution to O
of $600,000 in cash and readily marketable se-
curities. Undera majority vote, the gov-
erning body decided to retain the Y stock for
a period of at least 5 years. Under the above
circumstances, A’s contribution of the Y
stock cannot be excluded as an unusual
grant under subparagraph (3) of this para-
graph for purposes of determining whether P
meets the one-third support test.

(d) Advance rulings to newly created or-
ganizations—(1) In general. A ruling or
determination letter that an organiza-
tion is described in section 509(a)(2)
will not be issued to a newly created

organization prior to the close of its
first taxable year consisting of at least
8 months. However, such organization
may request a ruling or determination
letter that it will be treated as a sec-
tion 509(a)(2) organization for its first 2
taxable years (or its first 3 taxable
years, if its first taxable year consists
of less than 8 months). For purposes of
this section such 2- or 3-year period,
whichever is applicable, shall be re-
ferred to as the advance ruling period.
Such an advance ruling or determina-
tion letter may be issued if the organi-
zation can reasonably be expected to
meet the requirements of paragraph (a)
of this section during the advance rul-
ing period. The issuance of a ruling or
determination letter will be discre-
tionary with the Commissioner.

(2) Basic consideration. In deter-
minating whether an organization can
reasonably be expected (within the
meaning of subparagraph (1) of this
paragraph) to meet the one-third sup-
port test under section 509(a)(2)(A) and
the not–more–than–one–third support
test under section 509(a)(2)(B) described
in paragraph (a) of this section for its
advance ruling period or extended ad-
vance ruling period as provided in sub-
paragraph (4) of this paragraph, if ap-
plicable, the basic consideration is
whether its organizational structure,
proposed programs or activities, and
intended method of operation are such
as to attract the type of broadly based
support from the general public, public
charities, and governmental units
which is necessary to meet such tests.
While the factors which are relevant to
this determination, and the weight ac-
corded to each of them, may differ
from case to case, depending on the na-
ture and functions of the organization,
a favorable determination will not be
made where the facts indicate that an
organization is likely during its ad-
vance or extended advance ruling pe-
riod to receive less than one-third of
its support from permitted sources
(subject to the limitations of para-
graph (b) of this section) or to receive
more than one-third of its support from
items described in section 509(a)(2)(B).

(3) Factors taken into account. All per-
tinent facts and circumstances shall be
taken into account under subparagraph
(2) of this paragraph in determining
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whether the organizational structure,
programs or activities, and method of
operation of an organization are such
as to enable it to meet the tests under
section 509(a)(2) for its advance or ex-
tended advance ruling period. Some of
the pertinent factors are:

(i) Whether the organization has or
will have a governing body which is
comprised of public officials, or indi-
viduals chosen by public officials act-
ing in their capacity as such, of per-
sons having special knowledge in the
particular field or discipline in which
the organization is operating, of com-
munity leaders, such as elected offi-
cials, clergymen, and educators, or, in
the case of a membership organization,
of individuals elected pursuant to the
organization’s governing instrument or
bylaws by a broadly based membership.
This characteristic does not exist if the
membership of the organization’s gov-
erning body is such as to indicate that
it represents the personal or private in-
terests of disqualified persons, rather
than the interests of the community or
the general public.

(ii) Whether a substantial portion of
the organization’s initial funding is to
be provided by the general public, by
public charities, or by government
grants, rather than by a limited num-
ber of grantors or contributors who are
disqualified persons with respect to the
organization. The fact that the organi-
zation plans to limit its activities to a
particular community or region or to a
special field which can be expected to
appeal to a limited number of persons
will be taken into consideration in de-
termining whether those persons pro-
viding the initial support for the orga-
nization are representative of the gen-
eral public. On the other hand, the sub-
sequent sources of funding which the
organization can reasonably expect to
receive after it has become established
and fully operational will also be taken
into account.

(iii) Whether a substantial proportion
of the organization’s initial funds are
placed, or will remain, in an endow-
ment, and whether the investment of
such funds is unlikely to result in more
than one-third of its total support
being received from items described in
section 509(a)(2)(B).

(iv) In the case of an organization
which carries on fund-raising activi-
ties, whether the organization has de-
veloped a concrete plan for solicitation
of funds from the general public on a
community or area-wide basis; whether
any steps have been taken to imple-
ment such plan; whether any firm com-
mitments of financial or other support
have been made to the organization by
civic, religious, charitable, or similar
groups within the community; and
whether the organization has made any
commitments to, or established any
working relationships with, those orga-
nizations or classes of persons intended
as the future recipients of its funds.

(v) In the case of an organization
which carries on community services,
such as slum clearance and employ-
ment opportunities, whether the orga-
nization has a concrete program to
carry out its work in the community;
whether any steps have been taken to
implement that program; whether it
will receive any part of its funds from
a public charity or governmental agen-
cy to which it is in some way held ac-
countable as a condition of the grant
or contribution; and whether it has en-
listed the sponsorship or support of
other civic or community leaders in-
volved in community service programs
similar to those of the organization.

(vi) In the case of an organization
which carries on educational or other
exempt activities for, or on behalf of,
members, whether the solicitation for
dues-paying members is designed to en-
roll a substantial number of persons in
the community, area, profession, or
field of special interest (depending on
the size of the area and the nature of
the organization’s activities); whether
membership dues for individual (rather
than institutional) members have been
fixed at rates designed to make mem-
bership available to a broad cross-sec-
tion of the public rather than to re-
strict membership to a limited number
of persons; and whether the activities
of the organization will be likely to ap-
peal to persons having some broad
common interest or purpose, such as
educational activities in the case of
alumni associations, musical activities
in the case of symphony societies, or
civic affairs in the case of parent-
teacher associations.
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(vii) In the case of an organization
which provides goods, services, or fa-
cilities, whether the organization is or
will be required to make its services,
facilities, performances, or products
available (regardless of whether a fee is
charged) to the general public, public
charities, or governmental units, rath-
er than to a limited number of persons
or organizations; whether the organiza-
tion will avoid executing contracts to
perform services for a limited number
of firms or governmental agencies or
bureaus; and whether the service to be
provided is one which can be expected
to meet a special or general need
among a substantial portion of the gen-
eral public.

(4) Extension of advance ruling period.
(i) The advance ruling period described
in subparagraph (1) of this paragraph
shall be extended for a period of 3 tax-
able years after the close of the
unextended advance ruling period if the
organization so requests, but only if
such organization’s request accom-
panies its request for an advance ruling
and is filed with a consent under sec-
tion 6501(c)(4) to the effect that the pe-
riod of limitation upon assessment
under section 4940 for any taxable year
within the extended advance ruling pe-
riod shall not expire prior to 1 year
after the date of the expiration of the
time prescribed by law for the assess-
ment of a deficiency for the last tax-
able year within the extended advance
ruling period. An organization’s ex-
tended advance ruling period is 5 tax-
able years if its first taxable year con-
sists of at least 8 months, or is 6 tax-
able years if its first taxable year is
less than 8 months.

(ii) Notwithstanding subdivision (i) of
this subparagraph, an organization
which has received or applied for an ad-
vance ruling prior to October 16, 1972,
may file its request for the 3-year ex-
tension within 90 days from such date,
but only if it files the consents re-
quired in this section.

(iii) See paragraph (e)(4)(i)(d) of this
section for the effect upon the initial
determination of status of an organiza-
tion which receives an advance ruling
for an extended advance ruling period.

(e) Status of newly created organiza-
tions—(1) Advance or extended advance
ruling. This subparagraph shall apply

to a newly created organization which
has received a ruling or determination
letter under paragraph (d) of this sec-
tion that it be treated as a section
509(a)(2) organization for its advance or
extended advance ruling period. So
long as such an organization’s ruling or
determination letter has not been ter-
minated by the Commissioner before
the expiration of the advance or ex-
tended advance ruling period, then
whether or not such organization has
satisfied the requirements of paragraph
(a) of this section during such advance
or extended advance ruling period, such
an organization will be treated as an
organization described in section
509(a)(2) in accordance with subpara-
graphs (2) and (3) of this paragraph,
both for purposes of the organization
and any grantor or contributor to such
organization.

(2) Reliance period. Except as provided
in subparagraphs (1) and (3) of this
paragraph, an organization described in
subparagraph (1) of this paragraph will
be treated as an organization described
in section 509(a)(2) for all purposes
other than section 507(d) and 4940 for
the period beginning with its inception
and ending 90 days after its advance or
extended advance ruling period. Such
period will be extended until a final de-
termination is made of such an organi-
zation’s status only if the organization
submits, within the 90-day period, in-
formation needed to determine whether
it meets the requirements of paragraph
(a) of this section for its advance or ex-
tended advance ruling period (even if
such organization fails to meet the re-
quirements of such paragraph (a)).
However, since this subparagraph does
not apply to section 4940, if it is subse-
quently determined that the organiza-
tion was a private foundation from its
inception, then the tax imposed by sec-
tion 4940 shall be due without regard to
the advance ruling or determination
letter. Consequently, if any amount of
tax under section 4940 in such a case is
not paid on or before the last date pre-
scribed for payment, the organization
is liable for interest in accordance with
section 6601. However, since any failure
to pay such tax during the period re-
ferred to in this subparagraph is due to
reasonable cause, the penalty under
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section 6651 with respect to the tax im-
posed by section 4940 shall not apply.

(3) Grantors or contributors. If a ruling
or determination letter is terminated
by the Commissioner prior to the expi-
ration of the period described in sub-
paragraph (2) of this paragraph, for
purposes of sections 170, 507, 545(b)(2),
556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522 the status of grants
or contributions with respect to
grantors or contributors to such orga-
nizations will not be affected until no-
tice of change of status of such organi-
zation is made to the public (such as by
publication of the Internal Revenue
Bulletin). The preceding sentence shall
not apply, however, if the grantor or
contributor was responsible for, or
aware of, the act or failure to act that
resulted in the organization’s loss of
classification under section 509(a)(2) or
acquired knowledge that the Internal
Revenue Service had given notice to
such organization that it would be de-
leted from such classification. See,
however, § 1.509(a)–3(c)(5)(ii) for the pro-
cedures to be followed to protect the
grantor or contributor from being con-
sidered responsible for, or aware of, the
act or failure to act resulting in the
grantee’s loss of classification under
section 509(a)(2).

(4) Initial determination of status— (i)
New organizations. (a) The initial deter-
mination of status of a newly created
organization is the first determination
(other than by issuance of an advance
ruling or determination letter under
paragraph (d) of this section) that the
organization will be considered as nor-
mally meeting the requirements of
paragraph (a) of this section for a pe-
riod beginning with its first taxable
year.

(b) In the case of a new organization
whose first taxable year is at least 8
months, except as provided for in sub-
division (i)(d) of this subparagraph, the
initial determination of status shall be
based on a computation period of ei-
ther the first taxable year or the first
and second taxable years.

(c) In the case of a new organization
whose first taxable year is less than 8
taxable months, except as provided for
in subdivision (i)(d) of this subpara-
graph, the initial determination of sta-
tus shall be based on a computation pe-

riod of either the first and second tax-
able years or the first, second and third
taxable years.

(d) In the case of an organization
which has received a ruling or deter-
mination letter for an extended ad-
vance ruling period under paragraph
(d)(4) of this section, the initial deter-
mination of status shall be based on a
computation period of all of the tax-
able years in the extended advance rul-
ing period. However, where the ruling
or determination letter for an extended
advance ruling period under paragraph
(d)(4) of this section is terminated by
the Commissioner prior to the expira-
tion of the period described in subpara-
graph (2) of this paragraph, the initial
determination of status shall be based
on a computation period of the period
provided for in (b) or (c) of this subdivi-
sion or, if greater, the number of years
to which the advance ruling applies.

(e) An initial determination that an
organization will be considered as nor-
mally meeting the requirements of
paragraph (a) of this section shall be
effective for each taxable year in the
computation period plus (except as pro-
vided by paragraph (c)(1)(ii) of this sec-
tion relating to material changes in
sources of support) the two taxable
years immediately succeeding the com-
putation period. Therefore, in the case
of an organization referred to in (b) of
this subdivision to which paragraph
(c)(1)(ii) of this section does not apply,
with respect to its first, second, and
third taxable years, such an organiza-
tion shall be described in section
509(a)(2) if it meets the requirements of
paragraph (a) of this section for either
its first taxable year or for its first and
second taxable years on an aggregate
basis. In addition, if it meets the re-
quirements of paragraph (a) of this sec-
tion for its first and second taxable
years it shall be described in section
509(a)(2) for its fourth taxable year.
Once an organization is considered as
normally meeting the requirements of
paragraph (a) for a period specified
under this subdivision, paragraph (c)(1)
(i), (ii), or (iv) of this section shall
apply.

(f) The provisions of this subdivision
may be illustrated by the following ex-
amples:
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Example 1. X, a calendar year organization
described in section 501(c)(3), is created in
February 1972 for the purpose of displaying
African art. The support X received from the
public in 1972 satisfies the one-third support
and not–more–than–one–third support tests
described in section 509(a)(2) for its first tax-
able year, 1972. X may therefore get an ini-
tial determination that it meets the require-
ments of paragraph (a) of this section for its
first taxable year beginning in February 1972
and ending on December 31, 1972. This deter-
mination will be effective for taxable years
1972, 1973, and 1974.

Example 2. Assume the same facts as in ex-
ample 1 except that X also receives a sub-
stantial contribution from one individual in
1972 which is not excluded from the denomi-
nator of the one-third support fraction de-
scribed in section 509(a)(2) by reason of the
unusual grant provision of subparagraph
(c)(3) of this section. Because of this substan-
tial contribution, X fails to satisfy the one-
third support test over its first taxable year,
1972. However, the support received from the
public over X’s first and second taxable years
in the aggregate satisfies the one-third sup-
port and not–more–than–one–third support
tests. X may therefore get an initial deter-
mination that it meets the requirements of
paragraph (a) of this section for its first and
second taxable years in the aggregate begin-
ning in February 1972 and ending on Decem-
ber 31, 1973. This determination will be effec-
tive for taxable years 1972, 1973, 1974, and
1975.

Example 3. Y, a calendar year organization
described in section 501(c)(3), is created in
July 1972 for the encouragement of the musi-
cal arts. Y requests and receives an extended
advance ruling period of five full taxable
years plus its initial short taxable year of 6
months under subparagraph (d)(4) of this sec-
tion. The extended advance ruling period be-
gins in July 1972 and ends on December 31,
1977. The support received from the public
over Y’s first through sixth taxable years in
the aggregate will satisfy the one-third sup-
port and not–more–than–one–third support
tests described in section 509(a)(2). There-
fore, Y in 1978 may get an initial determina-
tion that it meets the requirements of para-
graph (a) of this section in the aggregate
over all the taxable years in its extended ad-
vance ruling period beginning in July 1972
and ending on December 31, 1977. This deter-
mination will be effective for taxable years
1972 through 1979.

Example 4. Assume the same facts as in ex-
amples 3 except that the ruling for the ex-
tended advance ruling period is terminated
prospectively at the end of 1975, so that Y
may not rely upon such ruling for 1976 or any
succeeding year. The support received from
the public over Y’s first through fourth tax-
able years (1972 through 1975) will not satisfy
the one-third support and not–more–than–

one–third support tests described in section
509(a)(2). Because the ruling was terminated,
the computation period for Y’s initial deter-
mination of status is the period 1972 through
1975. Since Y has not met the requirements
of paragraph (a) of this section for such com-
putation period, Y is not described in section
509(a)(2) for purposes of its initial determina-
tion of status. If Y is not described in section
509(a) (1), (3), or (4), then Y is a private foun-
dation. As of 1976, Y shall be treated as a pri-
vate foundation for all purposes (except as
provided in subparagraph (3) of this para-
graph with respect to grantors and contribu-
tors), and as of July 1972 for purposes of the
tax imposed by section 4940 and for purposes
of section 507(d) (relating to aggregate tax
benefit).

(ii) Advance rulings. Unless a newly
created organization has obtained a
ruling or determination letter under
paragraph (d) of this section that it be
treated as a section 509(a)(2) organiza-
tion for its advance or extended ad-
vance ruling period, it can not rely
upon the possibility it will meet the re-
quirements of paragraph (a) of this sec-
tion for a taxable year which begins be-
fore the close of either applicable com-
putation period provided for in subdivi-
sion (i) (b) or (c) of this subparagraph.
Therefore, an organization which has
not obtained such a ruling or deter-
mination letter, in order to avoid the
risks associated with subsequently
being determined to be a private foun-
dation, may comply with the rules ap-
plicable to private foundations, and
may pay, for example, the tax imposed
by section 4940. In that event, if the or-
ganization subsequently meets the re-
quirements of paragraph (a) for either
applicable computation period, it shall
be treated as a section 509(a)(2) organi-
zation from its inception, and, there-
fore, any tax imposed under chapter 42
shall be refunded and section 509(b)
shall not apply.

(iii) Penalties. If a newly created or-
ganization fails to obtain a ruling or
determination letter under paragraph
(d) of this section, and fails to meet the
requirements of paragraph (a) of this
section for the first applicable com-
putation period provided for in subdivi-
sion (i) (b) or (c) of this subparagraph,
see section 6651 for penalty for failure
to file return and pay tax.

(iv) Examples. This subparagraph may
be illustrated by the following exam-
ples:
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Example 1. On January 1, 1972, A contrib-
utes $100,000 to X, an organization described
in section 501(c)(3) which he created on such
date. X is not described in section 509(a) (1),
(3), or (4). X’s governing instrument does not
contain the provisions referred to in section
508(e). Therefore, A is not entitled to a de-
duction under section 170 for the $100,000 con-
tribution by reason of section 508(d)(2)(A) un-
less X is described in section 509(a)(2). If X
meets the requirements of section 509(a)(2)
for 1972 and 1973 on an aggregate basis, then
whether or not X met the requirements of
section 509(a)(2) for 1972 based on the support
received in 1972, X would not have to meet
the governing instrument requirements of
section 508(e), and section 508(d)(2)(A) would
not prevent A from claiming the deduction
under section 170 for 1972. If X fails to meet
the requirements of section 509(a)(2) for both
1972 and, on an aggregate basis, 1972 and 1973,
X would lose its exempt status under section
508(e) for both 1972 and 1973, and A would be
barred by section 508(d)(2)(A) from claiming
a deduction for the $100,000 contribution to
X.

Example 2. Assume the same facts as in ex-
ample 1 except that X’s governing instru-
ment contains provisions which meet the re-
quirements of section 508(e) in the event X is
a private foundation, but do not apply to X
in the event X is not a private foundation.
Whether or not X meets the requirements of
section 509(a)(2) for 1972 based on the support
received in 1972 or 1972 and 1973 on an aggre-
gate basis, since X meets the requirements of
section 508(e), section 508(d)(2)(A) would not
bar A from claiming a deduction under sec-
tion 170 for 1972 for the contribution to X.

(f) Gifts and contributions distinguished
from gross receipts—(1) In general. In de-
termining whether an organization
normally receives more than one-third
of its support from permitted sources,
all gifts and contributions (within the
meaning of section 509(a)(2)(A)(i)) re-
ceived from permitted sources, are in-
cludible in the numerator of the sup-
port fraction in each taxable year.
However, gross receipts (within the
meaning of section 509(a)(2)(A)(ii)) from
admissions, sales of merchandise, per-
formance of services, or furnishing of
facilities, in an activity which is not
an unrelated trade or business, are in-
cludible in the numerator of the sup-
port fraction in any taxable year only
to the extent that such gross receipts
do not exceed the limitation with re-
spect to the greater of $5,000 or 1 per-
cent of support which is describing
paragraph (b) of this section. The
terms gifts and contributions shall, for

purposes of section 509(a)(2), have the
same meaning as such terms have
under section 170(c) and also include
bequests, legacies, devises, and trans-
fers within the meaning of section 2055
or 2106(a)(2). Thus, for purposes of sec-
tion 509(a)(2)(A), any payment of
money or transfer of property without
adequate consideration shall be consid-
ered a gift or contribution. Where pay-
ment is made or property transferred
as consideration for admissions, sales
of merchandise, performance of serv-
ices, or furnishing of facilities to the
donor, the status of the payment or
transfer under section 170(c) shall de-
termine whether and to what extent
such payment or transfer constitutes a
gift or contribution under section
509(a)(2)(A)(i) as distinguished from
gross receipts from related activities
under section 509(a)(2)(A)(ii).

(2) Valuation of property. For purposes
of section 509(a)(2), the amount includ-
ible in computing support with respect
to gifts, grants or contributions of
property or use of such property shall
be the fair market or rental value of
such property at the date of such gift
or contribution.

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. P is a local agricultural club de-
scribed in section 501(c)(3). In order to en-
courage interest and proficiency by young
people in farming and raising livestock, it
makes awards at its annual fair for out-
standing specimens of produce and livestock.
Most of these awards are cash or other prop-
erty donated by local businessmen. When the
awards are made, the donors are given rec-
ognition for their donations by being identi-
fied as the donor of the award. The recogni-
tion given to donors is merely incidental to
the making of the award to worthy young-
sters. For these reasons, the donations will
constitute contributions for purposes of sec-
tion 509(a)(2)(A)(i). The amount includible in
computing support with respect to such con-
tributions is equal to the cash contributed or
the fair market value of other property on
the dates contributed.

(g) Grants distinguished from gross re-
ceipts—(1) In general. In determining
whether an organization normally re-
ceives more than one-third of its sup-
port from public sources, all grants
(within the meaning of section
509(a)(2)(A)(i)) received from permitted
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sources are includible in full in the nu-
merator of the support fraction in each
taxable year. However, gross receipts
(within the meaning of section
509(a)(2)(A)(ii)) from admissions, sales
of merchandise, performance of serv-
ices, or furnishing of facilities, in an
activity which is not an unrelated
trade or business, are includible in the
numerator of the support fraction in
any taxable year only to the extent
that such gross receipts do not exceed
the limitation with respect to the
greater of $5,000 or 1 percent of support
which is described in paragraph (b) of
this section. A grant is normally made
to encourage the grantee organization
to carry on certain programs or activi-
ties in furtherance of its exempt pur-
poses. It may contain certain terms
and conditions imposed by the grantor
to insure that the grantee’s programs
or activities are conducted in a manner
compatible with the grantor’s own pro-
grams and policies and beneficial to
the public. The grantee may also per-
form a service or produce a work prod-
uct which incidentally benefits the
grantor. Because of the imposition of
terms and conditions, the frequent
similarlity of public purposes of grant-
or and grantee, and the possibility of
benefit resulting to the grantor,
amounts received as grants for the car-
rying on of exempt activities are some-
times difficult to distinguish from
amounts received as gross receipts from
the carrying on of exempt activities.
The fact that the agreement, pursuant
to which payment is made, is des-
ignated a contract or a grant is not con-
trolling for purposes of classifying the
payment under section 509(a)(2).

(2) Distinguishing factors. For pur-
poses of section 509(a)(2)(A)(ii), in dis-
tinguishing the term gross receipts from
the term grants, the term gross receipts
means amounts received from an activ-
ity which is not an unrelated trade or
business, if a specific service, facility,
or product is provided to serve the di-
rect and immediate needs of the payor,
rather than primarily to confer a di-
rect benefit upon the general public. In
general, payments made primarily to
enable the payor to realize or receive
some economic or physical benefit as a
result of the service, facility, or prod-
uct obtained will be treated as gross re-

ceipts with respect to the payee. The
fact that a profitmaking organization
would, primarily for its own economic
or physical betterment, contract with
a nonprofit organization for the ren-
dition of a comparable service, facility
or product from such organization con-
stitutes evidence that any payments
received by the nonprofit payee organi-
zation (whether from a governmental
unit, a nonprofit or a profitmaking or-
ganization) for such services, facilities
or products are primarily for the eco-
nomic or physical benefit of the payor
and would therefore be considered gross
receipts, rather than grants with respect
to the payee organization. For exam-
ple, if a nonprofit hospital described in
section 170(b)(1)(A)(iii) engages an ex-
empt research and development organi-
zation to develop a more economical
system of preparing food for its own
patients and personnel, and it can be
established that a hospital operated for
profit might engage the services of
such an organization to perform a simi-
lar benefit for its economic better-
ment, such fact would constitute evi-
dence that the payments received by
the research and development organi-
zation constitute gross receipts, rather
than grants. Research leading to the de-
velopment of tangible products for the
use or benefit of the payor will gen-
erally be treated as a service provided
to serve the direct and immediate
needs of the payor, while basic research
or studies carried on in the physical or
social sciences will generally be treat-
ed as primarily to confer a direct ben-
efit upon the general public.

(3) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. M, a nonprofit research organi-
zation described in section 501(c)(3), engages
in some contract research. It receives funds
from the government to develop a specific
electronic device needed to perfect articles
of space equipment. The initiative for the
project came solely from the government.
Furthermore, the government could have
contracted with profitmaking research orga-
nizations which carry on similar activities.
The funds received from the government for
this project are gross receipts and do not
constitute grants within the meaning of sec-
tion 509(a)(2)(A)(i). M provided a specific
product at the government’s request and
thus was serving the direct and immediate

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00118 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



119

Internal Revenue Service, Treasury § 1.509(a)–3

needs of the payor within the meaning of
subparagraph (2) of this paragraph.

Example 2. N is a nonprofit educational or-
ganization described in section 501(c)(3). Its
principal activity is to operate institutes to
train employees of various industries in the
principles of management and administra-
tion. The government pays N to set up a spe-
cial institute for certain government em-
ployees and to train them over a 2-year pe-
riod. Management training is also provided
by profitmaking organizations. The funds re-
ceived are included as gross receipts. The par-
ticular services rendered were to serve the
direct and immediate needs of the govern-
ment in the training of its employees within
the meaning of subparagraph (2) of this para-
graph.

Example 3. The Office of Economic Oppor-
tunity makes a community action program
grant to O, an organization described in sec-
tion 509(a)(1). O serves as a delegate agency of
OEO for purposes of financing a local com-
munity action program. As part of this pro-
gram, O signs an agreement with X, an edu-
cational and charitable organization de-
scribed in section 501(c)(3), to carry out a
housing program for the benefit of poor fami-
lies. Pursuant to this agreement, O pays X
out of the funds provided by OEO to build or
rehabilitate low income housing and to pro-
vide advisory services to other nonprofit or-
ganizations in order for them to meet simi-
lar housing objectives, all on a nonprofit
basis. Payments made from O to X con-
stitute grants for purposes of section
509(a)(2)(A) because such program is carried
on primarily for the direct benefit of the
community.

Example 4. P is an educational institute de-
scribed in section 501(c)(3). It carries on stud-
ies and seminars to assist institutions of
higher learning. It receives funds from the
government to research and develop a pro-
gram of black studies for institutions of
higher learning. The performance of such a
service confers a direct benefit upon the pub-
lic. Because such program is carried on pri-
marily for the direct benefit of the public,
the funds are considered a grant.

Example 5. Q is an organization described in
section 501(c)(3) which carries on medical re-
search. Its efforts have primarily been di-
rected toward cancer research. Q sought
funds from the government for a particular
project being contemplated in connection
with its work. In order to encourage its ac-
tivities, the government gives Q the sum of
$25,000. The research project sponsored by
government funds is primarily to provide di-
rect benefit to the general public, rather
than to serve the direct and immediate needs
of the government. The funds are therefore
considered a grant.

Example 6. R is a public service organiza-
tion described in section 501(c)(3) and com-
posed of State and local officials involved in

public works activities. The Bureau of Solid
Waste, Management of the Department of
Health, Education, and Welfare paid R to
study the feasibility of a particular system
for disposal of solid waste. Upon completion
of the study, R was required to prepare a
final report setting forth its findings and
conclusions. Although R is providing the Bu-
reau of Solid Waste Management with a final
report, such report is the result of basic re-
search and study in the physical sciences and
is primarily to provide direct benefit to the
general public by serving to further the gen-
eral functions of government, rather than a
direct and immediate governmental needs.
The funds paid to R are therefore a grant
within the meaning of section 509(a)(2).

Example 7. R is the public service organiza-
tion referred to in example 6. W, a munici-
pality described in section 170(c)(1), decides
to construct a sewage disposal plant. W pays
R to study a number of possible locations for
such plant and to make recommendations to
W, based upon a number of factors, as to the
best location. W instructed R that in making
its recommendation, primary consideration
should be given to minimizing the costs of
the project to W. Since the study commis-
sioned by W was primarily directed toward
producing an economic benefit to W in the
form of minimizing the costs of its project,
the services rendered are treated as serving
W’s direct and immediate needs and are in-
cludible as gross receipts by R.

Example 8. S in an organization described
in section 501(c)(3). It was organized and is
operated to further African development and
strengthen understanding between the
United States and Africa. To further these
purposes, S receives funds from the Agency
for International Development and the De-
partment of State under which S is required
to carry out the following programs: Selec-
tion, transportation, orientation, counseling,
and language training of African students
admitted to American institutions of higher
learning; payment of tuition, other fees, and
maintenance of such students; and operation
of schools and vocational training programs
in underdeveloped countries for residents of
those countries. Since the programs carried
on by S are primarily to provide direct ben-
efit to the general public, all of the funds re-
ceived by S from the Federal agencies are
considered grants within the meaning of sec-
tion 509(a)(2).

(h) Definition of membership fees— (1)
General rule. For purposes of section
509(a)(2), the fact that a membership
organization provides services, admis-
sions, facilities, or merchandise to its
members as part of its overall activi-
ties will not, in itself, result in the
classification of fees received from
members as gross receipts rather than
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membership fees. If an organization uses
membership fees as a means of selling
admissions, merchandise, services, or
the use of facilities to members of the
general public who have no common
goal or interest (other than the desire
to purchase such admissions, merchan-
dise, services, or use of facilities), then
the income received from such fees
shall not constitute membership fees
under section 509(a)(2)(A)(i), but shall,
if from a related activity, constitute
gross receipts under section
509(a)(2)(A)(ii). On the other hand, to
the extent the basic purpose for mak-
ing the payment is to provide support
for the organization rather than to
purchase admissions, merchandise,
services, or the use of facilities, the in-
come received from such payment shall
constitute membership fees.

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. M is a symphony society de-
scribed in section 501(c)(3). Its primary pur-
pose is to support the local symphony or-
chestra. The organization has three classes
of membership. Contributing members pay
annual dues of $10, sustaining members pay
$25, and honorary members pay $100. The
dues are placed in a maintenance fund which
is used to provide financial assistance in un-
derwriting the orchestra’s annual deficit.
Members have the privilege of purchasing
subscriptions to the concerts before they go
on sale to the general public, but must pay
the same price as any other member of the
public. They also are entitled to attend a
number of rehearsals each season without
charge. Under these circumstances, M’s re-
ceipts from the members constitute member-
ship fees for purposes of section
509(a)(2)(A)(i).

Example 2. N is a theater association de-
scribed in section 501(c)(3). Its purpose is to
support a repertory company in the commu-
nity in order to make live theatrical per-
formances available to the public. The orga-
nization sponsors six plays each year. Mem-
bers of the organization are entitled to a sea-
son subscription to the plays. The fee paid as
dues approximates the retail price of the six
plays, less a 10-percent discount. Tickets to
each performance are also sold directly to
the general public. The organization also
holds a series of lectures on the theater
which members may attend. Under these cir-
cumstances, the fees paid by members as
dues will be considered gross receipts from a
related activity. Although the fees are des-
ignated as membership fees, they are actu-
ally admissions to a series of plays.

(i) Bureau defined—(1) In general. The
term any bureau or similar agency of a
governmental unit (within the meaning
of section 509(a)(2)(A)(ii)), refers to a
specialized operating unit of the execu-
tive, judicial, or legislative branch of
government where business is con-
ducted under certain rules and regula-
tions. Since the term bureau refers to a
unit functioning at the operating, as
distinct from the policymaking, level
of government, it is normally descrip-
tive of a subdivision of a department of
government. The term bureau, for pur-
poses of section 509(a)(2)(A)(ii), would
therefore not usually include those lev-
els of government which are basically
policymaking or administrative, such
as the office of the Secretary or Assist-
ant Secretary of a department, but
would consist of the highest oper-
ational level under such policymaking
or administrative levels. Each subdivi-
sion of a larger unit within the Federal
Government, which is headed by a
Presidential appointee holding a posi-
tion at or above Level V of the Execu-
tive Schedule under 5 U.S.C. 5316, will
normally be considered an administra-
tive or policymaking, rather than an
operating, unit. Amounts received from
a unit functioning at the policymaking
or administrative level of government
will be treated as received from one bu-
reau or similar agency of such unit.
Units of a governmental agency above
the operating level shall be aggregated
and considered a separate bureau for
this purpose. Thus, an organization re-
ceiving gross receipts from both a pol-
icymaking or administrative unit and
an operational unit of a department
will be treated as receiving gross re-
ceipts from two bureaus within the
meaning of section 509(a)(2)(A)(ii). For
purposes of this subparagraph, the De-
partments of Air Force, Army, and
Navy are separate departments and
each is considered as having its own
policymaking, administrative, and op-
erating units.

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. The Bureau of Health Insurance
is considered a bureau within the meaning of
section 509(a)(2)(A)(ii). It is a part of the De-
partment of Health, Education, and Welfare,
whose Secretary performs a policymaking
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function, and is under the Social Security
Administration, which is basically an admin-
istrative unit. The Bureau of Health Insur-
ance is in the first operating level within the
Social Security Administration. Similarly,
the National Cancer Institute would be con-
sidered a bureau, as it is an operating part of
the National Institutes of Health within the
Department of Health, Education, and Wel-
fare.

Example 2. The Bureau for Africa and the
Bureau for Latin America are considered bu-
reaus within the meaning of section
509(a)(2)(A)(ii). Both are separate operating
units under the administrator of the Agency
for International development, a policy-
making official. If an organization received
gross receipts from both of these bureaus,
the amount of gross receipts received from
each would be subject to the greater of $5,000
or 1 percent limitation under section
509(a)(2)(A)(ii).

Example 3. The Bureau of International Af-
fairs of the Civil Aeronautics Board is con-
sidered a bureau within the meaning of sec-
tion 509(a)(2)(A)(ii). It is an operating unit
under the administrative office of the Execu-
tive Director. The subdivisions of the Bureau
of International Affairs are Geographic
Areas and Project Development Staff. If an
organization received gross receipts from
these subdivisions, the total gross receipts
from these subdivisions would be considered
gross receipts from the same bureau, the Bu-
reau of International Affairs, and would be
subject to the greater of $5,000 or 1 percent
limitation under section 509(a)(2)(A)(ii).

Example 4. The Department of Mental
Health, a State agency which is an oper-
ational part of State X’s Department of Pub-
lic Health, is considered a bureau. The De-
partment of Public Health is basically an ad-
ministrative agency and the Department of
Mental Health is at the first operational
level within it.

Example 5. The Aeronautical Systems Divi-
sion of the Air Force Systems Command, and
other units on the same level, are considered
separate bureaus with the meaning of section
509(a)(2)(A)(ii). They are part of the Depart-
ment of the Air Force which is a separate de-
partment for this purpose, as are the Army
and Navy. The Secretary and the Under Sec-
retary of the Air Force perform the policy-
making function, the Chief of Staff and the
Air Force Systems Command are basically
administrative, having a comprehensive
complement of staff functions to provide ad-
ministration for the various divisions. The
Aeronautical Systems Division and other
units on the same level are thus the first op-
erating level, as evidenced by the fact that
they are the units that let contracts and per-
form the various operating functions.

Example 6. The Division of Space Nuclear
Systems, the Division of Biology and Medi-
cine, and other units on the same level with-

in the Atomic Energy Commission are each
separate bureaus within the meaning of sec-
tion 509(a)(2)(A)(ii). The Commissioners
(which make up the Commission) are the pol-
icymakers. The general manager and the
various assistant general managers perform
the administrative function. The various di-
visions perform the operating function as
evidenced by the fact that each has separate
programs to pursue and contracts specifi-
cally for these various programs.

(j) Grants from public charities—(1)
General rule. For purposes of the one-
third support test in section
509(a)(2)(A), grants (as defined in para-
graph (g) of this section) received from
an organization described in section
509(a)(1) (hereinafter referred to in this
subparagraph as a public charity) are
generally includible in full in com-
puting the numerator of the recipient’s
support fraction of the taxable year in
question. It is sometimes necessary to
determine whether the recipient of a
grant from a public charity has re-
ceived such support from the public
charity as a grant, or whether the re-
cipient has in fact received such sup-
port as an indirect contribution from a
donor to the public charity. If the
amount received is considered a grant
from the public charity, it is fully in-
cludible in the numerator of the sup-
port fraction under section 509(a)(2)(A).
However, if the amount received is con-
sidered to be an indirect contribution
from one of the public charity’s donors
which has passed through the public
chairty to the recipient organization,
such amount will retain its character
as a contribution from such donor and,
if, for example, the donor is a substan-
tial contributor (as defined in section
507(d)(2)) with respect to the ultimate
recipient, such amount shall be ex-
cluded from the numerator of the sup-
port fraction under section 509(a)(2). If
a public charity makes both an indi-
rect contribution from its donor and an
additional grant to the ultimate recipi-
ent, the indirect contribution shall be
treated as made first.

(2) Indirect contributions. For purposes
of subparagraph (1) of this paragraph,
an indirect contribution is one which is
expressly or impliedly ear-marked by
the donor as being for, or for the ben-
efit of, a particular recipient (rather
than for a particular purpose).
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(3) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. M, a national foundation for the
encouragement of the musical arts, is an or-
ganization described in section
170(b)(1)(A)(vi). A gives M a donation of $5,000
without imposing any restrictions or condi-
tions upon the gift. M subsequently makes a
$5,000 grant to X, an organization devoted to
giving public performances of chamber
music. Since the grant to X is treated as
being received from M, it is fully includible
in the numerator of X’s support fraction for
the taxable year of receipt.

Example 2. Assume M is the same organiza-
tion described in example 1. B gives M a do-
nation of $10,000, but requires that M spend
the money for the purpose of supporting or-
ganizations devoted to the advancement of
contemporary American music. M has com-
plete discretion as to the organizations of
the type described to which it will make a
grant. M decides to make grants of $5,000
each to Y and Z, both being organizations de-
scribed in section 501(c)(3) and devoted to
furthering contemporary American music.
Since the grants to Y and Z are treated as
being received from M, Y and Z may each in-
clude one of the $5,000 grants in the numer-
ator of its support fraction for purposes of
section 509(a)(2)(A). Although the donation
to M was conditioned upon the use of the
funds for a particular purpose, M was free to
select the ultimate recipient.

Example 3. N is a national foundation for
the encouragement of art and is an organiza-
tion described in section 170(b)(1)(A)(vi).
Grants to N are permitted to be earmarked
for particular purposes. O, which is an art
workshop devoted to training young artists
and claiming status under section 509(a)(2),
persuades C, a private foundation, to make a
grant of $25,000 to N. C is a disqualified per-
son with respect to O. C made the grant to N
with the understanding that N would be
bound to make a grant to O in the sum of
$25,000, in addition to a matching grant of
N’s funds to O in the sum of $25,000. Only the
$25,000 received directly from N is considered
a grant from N. The other $25,000 is deemed
an indirect contribution from C to O and is
to be excluded from the numerator of O’s
support fraction.

(k) Method of accounting. For pur-
poses of section 509(a)(2), an organiza-
tion’s support will be determined solely
on the cash receipts and disbursement
method of accounting described in sec-
tion 446(c)(1). For example, if a grantor
makes a grant to an organization pay-
able over a term of years, such grant
will be includible in the support frac-
tion of the grantee organization only

when and to the extent amounts pay-
able under the grant are received by
the grantee.

(l) Gross receipts from section 513(a) (1),
(2), or (3) activities. For purposes of sec-
tion 509(a)(2)(A)(ii), gross receipts from
activities described in section 513(a)
(1), (2), or (3) will be considered gross
receipts from activities which are not
unrelated trade or business.

(m) Gross receipts distinguished from
gross investment income. (1) For purposes
of section 509(a)(2), where the chari-
table purpose of an organization de-
scribed in section 501(c)(3) is accom-
plished through the furnishing of facili-
ties for a rental fee or loans to a par-
ticular class of persons, such as aged,
sick, or needy persons, the support re-
ceived from such persons will be con-
sidered gross receipts (within the mean-
ing of section 509(d)(2)) from an activ-
ity which is not an unrelated trade or
business, rather than gross investment
income. However, if such organization
also furnishes facilities or loans to per-
sons who are not members of such class
and such furnishing does not con-
tribute importantly to the accomplish-
ment of such organization’s exempt
purposes (aside from the need of such
organization for income or funds or the
use it makes of the profits derived), the
support received from such furnishing
will be considered rents or interest and
therefore will be treated as gross invest-
ment income within the meaning of sec-
tion 509(d)(4), unless such income is in-
cluded in computing the tax imposed
by section 511.

(2) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. X, an organization described in
section 501(c)(3), is organized and operated to
provide living facilities for needy widows of
deceased servicemen. X charges such widows
a small rental fee for the use of such facili-
ties. Since X is accomplishing its exempt
purpose through the rental of such facilities,
the support received from the widows is con-
sidered gross receipts within the meaning of
section 509(d)(2). However, if X rents part of
its facilities to persons having no relation-
ship to X’s exempt purpose, the support re-
ceived from such rental will be considered
gross investment income within the meaning of
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section 509(d)(4), unless such income is in-
cluded in computing the tax imposed by sec-
tion 511.

[T.D. 7212, 37 FR 21907, Oct. 17, 1972, as
amended by T.D. 7784, 46 FR 37889, July 23,
1981; T.D. 8423, 57 FR 33443, July 29, 1992]

§ 1.509(a)–4 Supporting organizations.
(a) In general. (1) Section 509(a)(3) ex-

cludes from the definition of private
foundation those organizations which
meet the requirements of subpara-
graphs (A), (B), and (C) thereof.

(2) Section 509(a)(3)(A) provides that
a section 509(a)(3) organization must be
organized, and at all times thereafter
operated, exclusively for the benefit of,
to perform the functions of, or to carry
out the purposes of one or more speci-
fied organizations described in section
509(a) (1) or (2). Section 509(a)(3)(A) de-
scribes the nature of the support or
benefit which a section 509(a)(3) organi-
zation must provide to one or more sec-
tion 509(a) (1) or (2) organizations. For
purposes of section 509(a)(3)(A), para-
graph (b) of this section generally de-
scribes the organizational and oper-
ational tests; paragraph (c) of this sec-
tion describes permissible purposes
under the organizational test; para-
graph (d) of this section describes the
requirement of supporting or bene-
fiting one or more specified publicly
supported organizations; and paragraph
(e) of this section describes permissible
beneficiaries and activities under the
operational test.

(3) Section 509(a)(3)(B) provides that
a section 509(a)(3) organization must be
operated, supervised, or controlled by
or in connection with one or more or-
ganizations described in section 509(a)
(1) or (2). Section 509(a)(3)(B) and para-
graph (f) of this section describe the
nature of the relationship which must
exist between the section 509(a)(3) and
section 509(a) (1) or (2) organizations.
For purposes of section 509(a)(3)(B),
paragraph (g) of this section defines op-
erated, supervised, or controlled by; para-
graph (h) of this section defines super-
vised or controlled in connection with;
and paragraph (i) of this section defines
operated in connection with.

(4) Section 509(a)(3)(C) provides that
a section 509(a)(3) organization must
not be controlled directly or indirectly
by disqualified persons (other than

foundation managers or organizations
described in section 509(a) (1) or (2)).
Section 509(a)(3)(C) and paragraph (j) of
this section prescribe a limitation on
the control over the section 509(a)(3)
organization.

(5) For purposes of this section, the
term supporting organization means ei-
ther an organization described in sec-
tion 509(a)(3) or an organization seek-
ing section 509(a)(3) status, depending
upon its context. For purposes of this
section, the term publicly supported or-
ganization means an organization de-
scribed in section 509(a) (1) or (2).

(b) Organizational and operational
tests. (1) Under subparagraph (A) of sec-
tion 509(a)(3), in order to qualify as a
supporting organization, an organiza-
tion must be both organized and oper-
ated exclusively for the benefit of, to
perform the functions of, or to carry out
the purposes of (hereinafter referred to
in this section as being organized and
operated to support or benefit) one or
more specified publicly supported orga-
nizations. If an organization fails to
meet either the organizational or the
operational test, it cannot qualify as a
supporting organization.

(2) In the case of supporting organiza-
tions created prior to January 1, 1970,
the organizational and operational
tests shall apply as of January 1, 1970.
Therefore, even though the original ar-
ticles of organization did not limit its
purposes to those required under sec-
tion 509(a)(3)(A) and even though it op-
erated before January 1, 1970, for some
purpose other than those required
under section 509(a)(3)(A), an organiza-
tion will satisfy the organizational and
operational tests if, on January 1, 1970,
and at all times thereafter, it is so con-
stituted as to comply with these tests.
For the special rules pertaining to the
application of the organizational and
operational tests to organizations ter-
minating their private foundation sta-
tus under the 12-month or 60-month
termination period provided under sec-
tion 507(b)(1)(B) by becoming public
under section 509(a)(3), see the regula-
tions under section 507(b).

(c) Organizational test—(1) In general.
An organization is organized exclu-
sively for one or more of the purposes
specified in section 509(a)(3)(A) only if
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its articles of organization (as defined
in § 1.501(c)(3)–1(b)(2)):

(i) Limit the purposes of such organi-
zation to one or more of the purposes
set forth in section 509(a)(3)(A);

(ii) Do not expressly empower the or-
ganization to engage in activities
which are not in furtherance of the
purposes referred to in subdivision (i)
of this subparagraph;

(iii) State the specified publicly sup-
ported organizations on whose behalf
such organization is to be operated
(within the meaning of paragraph (d) of
this section); and

(iv) Do not expressly empower the or-
ganization to operate to support or
benefit any organization other than
the specified publicly supported organi-
zations referred to in subdivision (iii)
of this subparagraph.

(2) Purposes. In meeting the organiza-
tional test, the organization’s pur-
poses, as stated in its articles, may be
as broad as, or more specific than, the
purposes set forth in section
509(a)(3)(A). Therefore, an organization
which, by the terms of its articles, is
formed for the benefit of one or more
specified publicly supported organiza-
tions shall, if it otherwise meets the
other requirements of this paragraph,
be considered to have met the organi-
zational test. Similarly, articles which
state that an organization is formed to
perform the publishing functions of a
specified university are sufficient to
comply with the organizational test.
An organization which is operated, su-
pervised, or controlled by (within the
meaning of paragraph (g) of this sec-
tion) or supervised or controlled in con-
nection with (within the meaning of
paragraph (h) of this section) one or
more sections 509(a) (1) or (2) organiza-
tions to carry out the purposes of such
organizations, will be considered as
meeting the requirements of this para-
graph if the purposes set forth in its ar-
ticles are similar to, but no broader
than, the purposes set forth in the arti-
cles of its controlling section 509(a) (1)
or (2) organizations. If, however, the
organization by which it is operated,
supervised, or controlled is a publicly
supported section 501(c) (4), (5), or (6)
organization (deemed to be a section
509(a)(2) organization for purposes of
section 509(a)(3) under the provisions of

section 509(a)), the supporting organi-
zation will be considered as meeting
the requirements of this paragraph if
its articles require it to carry on chari-
table, etc., activities within the mean-
ing of section 170(c)(2).

(3) Limitations. An organization is not
organized exclusively for the purposes
set forth in section 509(a)(3)(A) if its ar-
ticles expressly permit it to operate to
support or benefit any organization
other than those specified publicly sup-
ported organizations referred to in sub-
paragraph (1)(iii) of this paragraph.
Thus, for example, an organization will
not meet the organizational test under
section 509(a)(3)(A) if its articles ex-
pressly empower it to pay over any
part of its income to, or perform any
service for, any organization other
than those publicly supported organi-
zations specified in its articles (within
the meaning of paragraph (d) of this
section). The fact that the actual oper-
ations of such organization have been
exclusively for the benefit of the speci-
fied publicly supported organizations
shall not be sufficient to permit it to
meet the organizational test.

(d) Specified organizations—(1) In gen-
eral. In order to meet the requirements
of section 509(a)(3)(A), an organization
must be organized and operated exclu-
sively to support or benefit one or
more specified publicly supported orga-
nizations. The manner in which the
publicly supported organizations must
be specified in the articles for purposes
of section 509(a)(3)(A) will depend upon
whether the supporting organization is
operated, supervised, or controlled by or
supervised or controlled in connection
with (within the meaning of paragraphs
(g) and (h) of this section) such organi-
zations or whether it is operated in con-
nection with (within the meaning of
paragraph (i) of this section) such orga-
nizations.

(2) Nondesignated publicly supported
organizations; requirements. (i) Except as
provided in subdivision (iv) of this sub-
paragraph, in order to meet the re-
quirements of subparagraph (1) of this
paragraph, the articles of the sup-
porting organization must designate
each of the specified organizations by
name unless:

(a) The supporting organization is op-
erated, supervised, or controlled by
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(within the meaning of paragraph (g) of
this section), or is supervised or con-
trolled in connection with (within the
meaning of paragraph (h) of this sec-
tion) one or more publicly supported
organizations; and

(b) The articles of organization of the
supporting organization require that it
be operated to support or benefit one or
more beneficiary organizations which
are designated by class or purpose and
which include:

(1) The publicly supported organiza-
tions referred to in (a) of this subdivi-
sion (without designating such organi-
zations by name); or

(2) Publicly supported organizations
which are closely related in purpose or
function to those publicly supported
organizations referred to in subdivision
(i)(a) or this subparagraph (without
designating such organization by
name).

(ii) If a supporting organization is de-
scribed in subdivision (i)(a) of this sub-
paragraph, it will not be considered as
failing to meet the requirements of
subparagraph (1) of this paragraph that
the publicly supported organizations be
specified merely because its articles of
organization permit the conditions de-
scribed in subparagraphs (3) (i), (ii),
and (iii) and (4)(i) (a) and (b) of this
paragraph.

(iii) This subparagraph may be illus-
trated by the following examples:

Example 1. X is an organization described
in section 501(c)(3) which operates for the
benefit of institutions of higher learning in
the State of Y. X is controlled by these insti-
tutions (within the meaning of paragraph (g)
of this section) and such institutions are all
section 509(a)(1) organizations. X’s articles
will meet the organizational test if they re-
quire X to operate for the benefit of institu-
tions of higher learning or educational orga-
nizations in the State of Y (without naming
each institution). X’s articles would also
meet the organizational test if they provided
for the giving of scholarships to enable stu-
dents to attend institutions of higher learn-
ing but only in the State of Y.

Example 2. M is an organization described
in section 501(c)(3) which was organized and
operated by representatives of N church to
run a home for the aged. M is controlled
(within the meaning of paragraph (g) of this
section) by N church, a section 509(a)(1) orga-
nization. The care of the sick and the aged
are longstanding temporal functions and
purposes of organized religion. By operating
a home for the aged, M is operating to sup-

port or benefit N church in carrying out one
of its temporal purposes. Thus M’s articles
will meet the organizational test if they re-
quire M to care for the aged since M is oper-
ating to support one of N church’s purposes
(without designating N church by name).

(iv) A supporting organization will
meet the requirements of subparagraph
(1) of this paragraph even though its
articles do not designate each of the
specified organizations by name if:

(a) There has been an historic and
continuing relationship between the
supporting organization and the sec-
tion 509(a) (1) or (2) organizations, and

(b) By reason of such relationship,
there has developed a substantial iden-
tity of interests between such organi-
zations.

(3) Nondesignated publicly supported
organizations; scope of rule. If the re-
quirements of subparagraph (2)(i) (a) of
this paragraph are met, a supporting
organization will not be considered as
failing the test of being organized for
the benefit of specified organizations
solely because its articles:

(i) Permit the substitution of one
publicly supported organization within
a designated class for another publicly
supported organization either in the
same or a different class designated in
the articles;

(ii) Permit the supporting organiza-
tion to operate for the benefit of new
or additional publicly supported orga-
nizations of the same or a different
class designated in the articles; or

(iii) Permit the supporting organiza-
tion to vary the amount of its support
among different publicly supported or-
ganizations within the class or classes
of organizations designated by the arti-
cles.
For example, X is an organization
which operates for the benefit of pri-
vate colleges in the State of Y. If X is
controlled by these colleges (within the
meaning of paragraph (g) of this sec-
tion) and such colleges are all section
509(a)(1) organizations, X’s articles will
meet the organization test even if they
permit X to operate for the benefit of
any new colleges created in State Y in
addition to the existing colleges or in
lieu of one which has ceased to operate,
or if they permit X to vary its support
by paying more to one college than to
another in a particular year.
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(4) Designated publicly supported orga-
nizations. (i) If an organization is orga-
nized and operated to support one or
more publicly supported organizations
and it is operated in connection with
such organization or organizations,
then, except as provided in subpara-
graph (2)(iv) of this paragraph, its arti-
cles of organization must, for purposes
of satisfying the organizational test
under section 509(a)(3)(A), designate
the specified organizations by name.
Under the circumstances described in
this subparagraph, a supporting organi-
zation which has one or more specified
organizations designated by name in
its articles, will not be considered as
failing the test of being organized for
the benefit of specified organizations
solely because its articles:

(a) Permit a publicly supported orga-
nization which is designated by class or
purpose, rather than by name, to be
substituted for the publicly supported
organization or organizations des-
ignated by name in the articles, but
only if such substitution is conditioned
upon the occurrence of an event which
is beyond the control of the supporting
organization, such as loss of exemp-
tion, substantial failure or abandon-
ment of operations, or dissolution of
the publicly supported organization or
organizations designated in the arti-
cles;

(b) Permit the supporting organiza-
tion to operate for the benefit of a ben-
eficiary organization which is not a
publicly supported organization, but
only if such supporting organization is
currently operating for the benefit of a
publicly supported organization and
the possibility of its operating for the
benefit of other than a publicly sup-
ported organization is a remote contin-
gency; or

(c) Permit the supporting organiza-
tion to vary the amount of its support
between different designated organiza-
tions, so long as it meets the require-
ments of the integral part test set
forth in paragraph (i)(3) of this section
with respect to at least one beneficiary
organization.

(ii) If the beneficiary organization re-
ferred to in subdivision (i)(b) of this
subparagraph is not a publicly sup-
ported organization, the supporting or-
ganization will not then meet the oper-

ational test of paragraph (e)(1) of this
section. Therefore, if a supporting or-
ganization substituted in accordance
with such subdivision (i)(b) a bene-
ficiary other than a publicly supported
organization and operated in support of
such beneficiary organization, the sup-
porting organization would not be de-
scribed in section 509(a)(3).

(iii) This subparagraph may be illus-
trated by the following example:

Example. X is a charitable trust described
in section 4947(a)(1) organized in 1968. Under
the terms of its trust instrument, X’s trust-
ees are required to pay over all of X’s annual
income to M University Medical School for
urological research. If M University Medical
School is unable or unwilling to devote these
funds to urological research, the trustees are
required to pay all of such income to N Uni-
versity Medical School. However if N Univer-
sity Medical School is also unable or unwill-
ing to devote these funds to urological re-
search, X’s trustees are directed to choose a
similar organization willing to apply X’s
funds for urological research. From 1968 to
1973, X pays all of its net income to M Uni-
versity Medical School pursuant to the
terms of the trust. M and N are publicly sup-
ported organizations. Although the contin-
gent remainderman may not be a publicly
supported organization, the possibility that
X may operate for the benefit of other than
a publicly supported organization is, in 1973,
a remote possibility, and X will be consid-
ered as operating for the benefit of a specified
publicly supported organization under sub-
division (i)(b) of this subparagraph. However,
if, at some future date, X actually sub-
stituted a nonpublicly supported organiza-
tion as beneficiary, X would fail the require-
ments of the operational test set forth in
paragraph (e)(1) of this section.

(e) Operational test—(1) Permissible
beneficiaries. A supporting organization
will be regarded as operated exclusively
to support one or more specified pub-
licly supported organizations (herein-
after referred to as the operational test)
only if it engages solely in activities
which support or benefit the specified
publicly supported organizations. Such
activities may include making pay-
ments to or for the use of, or providing
services or facilities for, individual
members of the charitable class bene-
fited by the specified publicly sup-
ported organization. A supporting or-
ganization may also, for example,
make a payment indirectly through an-
other unrelated organization to a mem-
ber of a charitable class benefited by
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the specified publicly supported organi-
zation, but only if such a payment con-
stitutes a grant to an individual rather
than a grant to an organization. In de-
termining whether a grant is indirectly
to an individual rather than to an or-
ganization the same standard shall be
applied as in § 53.4945–4(a)(4) of this
chapter. Similarly, an organization
will be regarded as operated exclusively
to support or benefit one or more speci-
fied publicly supported organizations
even if it supports or benefits an orga-
nization, other than a private founda-
tion, which is described in section
501(c)(3) and is operated, supervised, or
controlled directly by or in connection
with such publicly supported organiza-
tions, or which is described in section
511(a)(2)(B). However, an organization
will not be regarded as operated exclu-
sively if any part of its activities is in
furtherance of a purpose other than
supporting or benefiting one or more
specified publicly supported organiza-
tions.

(2) Permissible activities. A supporting
organization is not required to pay
over its income to the publicly sup-
ported organizations in order to meet
the operational test. It may satisfy the
test by using its income to carry on an
independent activity or program which
supports or benefits the specified pub-
licly supported organizations. All such
support must, however, be limited to
permissible beneficiaries in accordance
with subparagraph (1) of this para-
graph. The supporting organization
may also engage in fund raising activi-
ties, such as solicitations, fund raising
dinners, and unrelated trade or busi-
ness to raise funds for the publicly sup-
ported organizations, or for the permis-
sible beneficiaries.

(3) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. M is a separately incorporated
alumni association of X University and is an
organization described in section 501(c)(3). X
University is designated in M’s articles as
the sole beneficiary of its support. M uses all
of its dues and income to support its own
program of educational activities for alumni,
faculty, and students of X University and to
encourage alumni to maintain a close rela-
tionship with the university and to make
contributions to it. M does not distribute
any of its income directly to X for the

latter’s general purposes. M pays no part of
its funds to, or for the benefit of, any organi-
zation other than X. Under these cir-
cumstances, M is considered as operated ex-
clusively to perform the functions and carry
out the purpose of X. Although it does not
pay over any of its funds to X, it carries on
a program which both supports and benefits
X.

Example 2. N is a separately incorporated
religious and educational organization de-
scribed in section 501(c)(3). It was formed and
is operated by Y Church to provide religious
training for the members of the church.
While it does not maintain a regular faculty,
N conducts a Sunday school, weekly adult
education lectures on religious subjects, and
other similar activities for the benefit of the
church members. All of its funds are dis-
bursed in furtherance of such activities and
no part of its funds is paid to, or for the ben-
efit of, any organization other than Y
Church. N is considered as operated exclu-
sively to perform the educational functions
of Y Church and to carry out its religious
purposes by providing various forms of reli-
gious instruction.

Example 3. P is an organization described in
section 501(c)(3). Its primary activity is pro-
viding financial assistance to S, a publicly
supported organization which aids under-
developed nations in Central America. P’s
articles of organization designate S as the
principal recipient of P’s assistance. How-
ever, P also makes a small annual general
purpose grant to T, a private foundation en-
gaged in work similar to that carried on by
S. T performs a particular function that as-
sists in the overall aid program carried on by
S. Even though P is operating primarily for
the benefit of S, a specified publicly sup-
ported organization, it is not considered as
operated exclusively for the purposes set
forth in section 509(a)(3)(A). The grant to T,
a private foundation, prevents it from com-
plying with the operational test under sec-
tion 509(a)(3)(A).

Example 4. Assume the same facts as exam-
ple 3, except that T is a section 501(c)(3) or-
ganization other than a private foundation
and is operated in connection with S. Under
these circumstances, P will be considered as
operated exclusively to support S within the
meaning of section 509(a)(3)(A).

Example 5. Assume the same facts as exam-
ple 3 except that instead of the annual gen-
eral purpose grant made to T, each grant
made by P to T is specifically earmarked for
the training of social workers and teachers,
designated by name, from Central America.
Under these circumstances, P’s grants to T
would be treated as grants to the individual
social workers and teachers under section
4945(d)(3) and § 53.4945–4(a)(4), rather than as
grants to T under section 4945(d)(4). These
social workers and teachers are part of the
charitable class benefitted by S. P would
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thus be considered as operating exclusively
to support S within the meaning of section
509(a)(3)(A).

(f) Nature of relationship required be-
tween organizations—(1) In general. Sec-
tion 509(a)(3)(B) describes the nature of
the relationship required between a
section 501(c)(3) organization and one
or more publicly supported organiza-
tions in order for such section 501(c)(3)
organization to qualify under the pro-
visions of section 509(a)(3). To meet the
requirements of section 509(a)(3), an or-
ganization must be operated, super-
vised, or controlled by or in connection
with one or more publicly supported
organizations. If an organization does
not stand in one of such relationships
(as provided in this paragraph) to one
or more publicly supported organiza-
tions, it is not an organization de-
scribed in section 509(a)(3).

(2) Types of relationships. Section
509(a)(3)(B) sets forth three different
types of relationships, one of which
must be met in order to meet the re-
quirements of subparagraph (1) of this
paragraph. Thus, a supporting organi-
zation may be:

(i) Operated, supervised, or con-
trolled by,

(ii) Supervised or controlled in con-
nection with, or

(iii) Operated in connection with, one
or more publicly supported organiza-
tions.

(3) Requirements of relationships. Al-
though more than one type of relation-
ship may exist in any one case, any re-
lationship described in section
509(a)(3)(B) must insure that:

(i) The supporting organization will
be responsive to the needs of demands
of one or more publicly supported orga-
nizations; and

(ii) The supporting organization will
constitute an integral part of, or main-
tain a significant involvement in, the
operations of one or more publicly sup-
ported organizations.

(4) General description of relationships.
In the case of supporting organizations
which are operated, supervised, or con-
trolled by one or more publicly sup-
ported organizations, the distin-
guishing feature of this type of rela-
tionship is the presence of a substan-
tial degree of direction by the publicly
supported organizations over the con-

duct of the supporting organization, as
described in paragraph (g) of this sec-
tion. In the case of supporting organi-
zations which are supervised or con-
trolled in connection with one or more
publicly supported organizations, the
distinguishing feature is the presence
of common supervision or control
among the governing bodies of all orga-
nizations involved, such as the pres-
ence of common directors, as described
in paragraph (h) of this section. In the
case of a supporting organization
which is operated in connection with one
or more publicly supported organiza-
tions, the distinguishing feature is that
the supporting organization is respon-
sive to, and significantly involved in
the operations of, the publicly sup-
ported organization, as described in
paragraph (i) of this section.

(g) Meaning of operated, supervised, or
controlled by. (1)(i) Each of the items
operated by, supervised by, and controlled
by, as used in section 509(a)(3)(B), pre-
supposes a substantial degree of direc-
tion over the policies, programs, and
activities of a supporting organization
by one or more publicly supported or-
ganizations. The relationship required
under any one of these terms is com-
parable to that of a parent and sub-
sidiary, where the subsidiary is under
the direction of, and accountable or re-
sponsible to, the parent organization.
This relationship is established by the
fact that a majority of the officers, di-
rectors, or trustees of the supporting
organization are appointed or elected
by the governing body, members of the
governing body, officers acting in their
official capacity, or the membership of
one or more publicly supported organi-
zations.

(ii) A supporting organization may be
operated, supervised, or controlled by one
or more publicly supported organiza-
tions within the meaning of section
509(a)(3)(B) even though its governing
body is not comprised of representa-
tives of the specified publicly sup-
ported organizations for whose benefit
it is operated within the meaning of
section 509(a)(3)(A). A supporting orga-
nization may be operated, supervised, or
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controlled by one or more publicly sup-
ported organizations (within the mean-
ing of section 509(a)(3)(B)) and be oper-
ated for the benefit of one or more dif-
ferent publicly supported organizations
(within the meaning of section
509(a)(3)(A)) only if it can be dem-
onstrated that the purposes of the
former organizations are carried out by
benefitting the latter organizations.

(2) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. X is a university press which is
organized and operated as a nonstock edu-
cational corporation to perform the pub-
lishing and printing for M University, a pub-
licly supported organization. Control of X is
vested in a Board of Governors appointed by
the Board of Trustees of M University upon
the recommendation of the president of the
university. X is considered to be operated,
supervised, or controlled by M University
within the meaning of section 509(a)(3)(B).

Example 2. Y Council was organized under
the joint sponsorship of seven independent
publicly supported organizations, each of
which is dedicated to the advancement of
knowledge in a particular field of social
science. The sponsoring organizations orga-
nized Y Council as a means of pooling their
ideas and resources for the attainment of
common objectives, including the con-
ducting of scholarly studies and formal dis-
cussions in various fields of social science.
Under Y Council’s by-laws, each of the seven
sponsoring organizations elects three mem-
bers to Y’s board of trustees for 3-year terms.
Y’s board also includes the president of Y
Council and eight other individuals elected
at large by the board. Pursuant to policies
established or approved by the board, Y
Council engages in research, planning, and
evaluation in the social sciences and spon-
sors or arranges conferences, seminars, and
similar programs for scholars and social sci-
entists. It carries out these activities
through its own full-time professional staff,
through a part-time committee of scholars,
and through grant recipients. Under the
above circumstances, Y Council is subject to
a substantial degree of direction by the spon-
soring publicly supported organizations. It is
therefore considered to be operated, super-
vised, or controlled by such sponsoring orga-
nizations within the meaning of section
509(a)(3)(B).

Example 3. Z is a charitable trust created
by A in 1972. It has three trustees, all of
whom are appointed by M University, a pub-
licly supported organization. The trust was
organized and is operated to pay over all of
its net income for medical research to N, O,
and P, each of which is specified in the trust,

is a hospital described in section 509(a)(1),
and is located in the same city as M. Mem-
bers of M’s biology department are permitted
to use the research facilities of N, O, and P.
Under subparagraph (1)(ii) of this paragraph,
Z is considered to be operated, supervised, or
controlled by M within the meaning of sec-
tion 509(a)(3)(B), even though it is operated
for the benefit of N, O, and P within the
meaning of section 509(a)(3)(A).

(h) Meaning of supervised or controlled
in connection with. (1) In order for a
supporting organization to be super-
vised or controlled in connection with one
or more publicly supported organiza-
tions, there must be common super-
vision or control by the persons super-
vising or controlling both the sup-
porting organization and the publicly
supported organizations to insure that
the supporting organization will be re-
sponsive to the needs and requirements
of the publicly supported organiza-
tions. Therefore, in order to meet such
requirement, the control or manage-
ment of the supporting organization
must be vested in the same persons
that control or manage the publicly
supported organizations.

(2) A supporting organization will not
be considered to be supervised or con-
trolled in connection with one or more
publicly supported organizations if
such organization merely makes pay-
ments (mandatory or discretionary) to
one or more named publicly supported
organizations, even if the obligation to
make payments to the named bene-
ficiaries is enforceable under State law
by such beneficiaries and the sup-
porting organization’s governing in-
strument contains provisions whose ef-
fect is described in section 508(e)(1) (A)
and (B). Such arrangements do not pro-
vide a sufficient connection between the
payor organization and the needs and
requirements of the publicly supported
organizations to constitute supervision
or control in connection with such or-
ganizations.

(3) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A, a philanthropist, founded X
school for orphan boys (a publicly supported
organization). At the same time A founded X
school, he also established Y trust into
which he transferred all of the operating as-
sets of the school, together with a substan-
tial endowment for it. Under the provisions
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of the trust instrument, the same persons
who control and manage the school also con-
trol and manage the trust. The sole function
of Y trust is to hold legal title to X school’s
operating and endowment assets, to invest
the endowment assets and to apply the in-
come from the endowment to the benefit of
the school in accordance with direction from
the school’s governing body. Under these cir-
cumstances, Y trust is organized and oper-
ated for the benefit of X school and is super-
vised or controlled in connection with such or-
ganization within the meaning of section
509(a)(3). The fact that the same persons con-
trol both X and Y insures Y’s responsiveness
to X’s needs.

Example 2. In 1972, B, a philanthropist, cre-
ated P, a charitable trust for the benefit of
Z, a symphony orchestra described in section
509(a)(2). B transferred 100 shares of common
stock to P. Under the terms of the trust in-
strument, the trustees (none of whom is
under the control of B) were required to pay
over all of the income produced by the trust
assets to Z. The governing instrument of P
contains certain provisions whose effect is
described in section 508(e)(1) (A) and (B).
Under applicable State law, Z can enforce
the provisions of the trust instrument and
compel payment to Z in a court of equity.
There is no relationship between the trustees
of P and the governing body of Z. Under
these circumstances P is not supervised or
controlled in connection with a publicly sup-
ported organization. Because of the lack of
any common supervision or control by the
trustees of P and the governing body of Z, P
is not supervised or controlled in connection
with Z within the meaning of section
509(a)(3)(B).

Example 3. T is a charitable trust described
in section 501(c)(3) and created under the will
of D. Prior to his death, D was a leader and
very active in C church, a publicly supported
organization. D created T to perpetuate his
interest in, and assistance to, C. The sole
purpose of T was to provide financial support
for C and its related institutions. All of the
original named trustees of T are members of
C, are leaders in C, and hold important of-
fices in one or more of C’s related institu-
tions. Successor trustees of T are by the
terms of the charitable trust instrument to
be chosen by the remaining trustees and are
also to be members of C. All of the original
trustees have represented that any successor
trustee will be a leader in C and will hold an
important office in one or more of C’s related
institutions. By reason of the foregoing rela-
tionship T and its trustees are responsive to
the needs and requirements of C and its re-
lated institutions. Under these cir-
cumstances, T trust is organized and oper-
ated for the benefit of C and is supervised or
controlled in connection with C and its related
institutions within the meaning of section
509(a)(3)(B).

(i) Meaning of operated in connection
with—(1) General rule. (i) Except as pro-
vided in subdivisions (ii) and (iii) of
this subparagraph and subparagraph (4)
of this paragraph, a supporting organi-
zation will be considered as being oper-
ated in connection with one or more
publicly supported organizations only
if it meets the responsiveness test which
is defined in subparagraph (2) of this
paragraph and the integral part test
which is defined in subparagraph (3) of
this paragraph.

(ii) In the case of an organization
which was supporting or benefiting one
or more publicly supported organiza-
tions before November 20, 1970, addi-
tional facts and circumstances, such as
a historic and continuing relationship
between organizations, may be taken
into account, in addition to the factors
described in subparagraph (2) of this
paragraph, to establish compliance
with the responsiveness test.

(iii) If:
(a) A supporting organization can es-

tablish that it has met the integral
part test set forth in subparagraph
(3)(iii) of this paragraph for any 5-year
period, and

(b) Such organization cannot meet
the requirements of such test for its
current taxable year solely because the
amount received by one or more of the
publicly supported beneficiary organi-
zations from such supporting organiza-
tion is no longer sufficient, with re-
spect to such beneficiary organiza-
tions, to satisfy subparagraph (3)(iii) of
this paragraph, and

(c) There has been a historic and con-
tinuing relationship of support between
such organizations between the end of
such 5-year period and the taxable year
in question,

then such supporting organization will
be considered as meeting the require-
ments of the integral part test in sub-
paragraph (3)(iii) of this paragraph for
such taxable year.

(2) Responsiveness test. (i) For pur-
poses of this paragraph, a supporting
organization will be considered to meet
the responsiveness test if the organiza-
tion is responsive to the needs or de-
mands of the publicly supported orga-
nizations within the meaning of this
subparagraph. In order to meet this
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test, either subdivision (ii) or subdivi-
sion (iii) of this subparagraph must be
satisfied.

(ii)(a) One or more officers, directors,
or trustees of the supporting organiza-
tion are elected or appointed by the of-
ficers, directors, trustees, or member-
ship of the publicly supported organiza-
tions;

(b) One or more members of the gov-
erning bodies of the publicly supported
organizations are also officers, direc-
tors, or trustees of, or hold other im-
portant offices in, the supporting orga-
nization; or

(c) The officers, directors, or trustees
of the supporting organization main-
tain a close and continuous working re-
lationship with the officers, directors,
or trustees of the publicly supported
organizations; and

(d) By reason of (a), (b), or (c) of this
subdivision, the officers, directors or
trustees of the publicly supported orga-
nizations have a significant voice in
the investment policies of the sup-
porting organization, the timing of
grants, the manner of making them,
and the selection of recipients by such
supporting organization, and in other-
wise directing the use of the income or
assets of such supporting organization.

(iii)(a) The supporting organization is
a charitable trust under State law;

(b) Each specified publicly supported
organization is a named beneficiary
under such charitable trust’s governing
instrument; and

(c) The beneficiary organization has
the power to enforce the trust and
compel an accounting under State law.

(3) Integral part test; general rule. (i)
For purposes of this paragraph, a sup-
porting organization will be considered
to meet the integral part test if it main-
tains a significant involvement in the
operations of one or more publicly sup-
ported organizations and such publicly
supported organizations are in turn de-
pendent upon the supporting organiza-
tion for the type of support which it
provides. In order to meet this test, ei-
ther subdivision (ii) or subdivision (iii)
of this subparagraph must be satisfied.

(ii) The activities engaged in for or
on behalf of the publicly supported or-
ganizations are activities to perform
the functions of, or to carry out the
purposes of, such organizations, and,

but for the involvement of the sup-
porting organization, would normally
be engaged in by the publicly supported
organizations themselves.

(iii) (a) The supporting organization
makes payments of substantially all of
its income to or for the use of one or
more publicly supported organizations,
and the amount of support received by
one or more of such publicly supported
organizations is sufficient to insure the
attentiveness of such organizations to
the operations of the supporting orga-
nization. In addition, a substantial
amount of the total support of the sup-
porting organization must go to those
publicly supported organizations which
meet the attentiveness requirement of
this subdivision with respect to such
supporting organization. Except as pro-
vided in (b) of this subdivision, the
amount of support received by a pub-
licly supported organization must rep-
resent a sufficient part of the organiza-
tion’s total support so as to insure such
attentiveness. In applying the pre-
ceding sentence, if such supporting or-
ganization makes payments to, or for
the use of, a particular department or
school of a university, hospital or
church, the total support of the depart-
ment or school shall be substituted for
the total support of the beneficiary or-
ganization.

(b) Even where the amount of support
received by a publicly supported bene-
ficiary organization does not represent
a sufficient part of the beneficiary or-
ganization’s total support, the amount
of support received from a supporting
organization may be sufficient to meet
the requirements of this subdivision if
it can be demonstrated that in order to
avoid the interruption of the carrying
on of a particular function or activity,
the beneficiary organization will be
sufficiently attentive to the operations
of the supporting organization. This
may be the case where either the sup-
porting organization or the beneficiary
organization earmarks the support re-
ceived from the supporting organiza-
tion for a particular program or activ-
ity, even if such program or activity is
not the beneficiary organization’s pri-
mary program or activity so long as
such program or activity is a substan-
tial one.
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(c) This subdivision may be illus-
trated by the following examples:

Example 1. X, an organization described in
section 501(c)(3), pays over all of its annual
net income to Y, a museum described in sec-
tion 509(a)(2). X meets the responsiveness
test described in subparagraph (2) of this
paragraph. In recent years, Y has earmarked
the income received from X to underwrite
the cost of carrying on a chamber music se-
ries consisting of 12 performances a year
which are performed for the general public
free of charge at its premises. Because of the
expense involved in carrying on these recit-
als, Y is dependent upon the income from X
for their continuation. Under these cir-
cumstances, X will be treated as providing Y
with a sufficient portion of Y’s total support
to assure Y’s attentiveness to X’s operations,
even though the chamber music series is not
the primary part of Y’s activities.

Example 2. M, an organization described in
section 501(c)(3), pays over all of its annual
net income to the Law School of N Univer-
sity, a publicly supported organization. M
meets the responsiveness test described in
subparagraph (2) of this paragraph. M has
earmarked the income paid over to N’s Law
School to endow a chair in its Department of
International Law. Without M’s continued
support, N might not continue to maintain
this chair. Under these circumstances, M
will be treated as providing N with a suffi-
cient portion of N’s total support to assure
N’s attentiveness to M’s operations.

(d) All pertinent factors, including
the number of beneficiaries, the length
and nature of the relationship between
the beneficiary and supporting organi-
zation and the purpose to which the
funds are put (as illustrated by subdivi-
sion (iii) (b) and (c) of this subpara-
graph), will be considered in deter-
mining whether the amount of support
received by a publicly supported bene-
ficiary organization is sufficient to in-
sure the attentiveness of such organi-
zation to the operations of the sup-
porting organization. Normally the at-
tentiveness of a beneficiary organiza-
tion is motivated by reason of the
amounts received from the supporting
organization. Thus, the more substan-
tial the amount involved, in terms of a
percentage of the publicly supported
organization’s total support the great-
er the likelihood that the required de-
gree of attentiveness will be present.
However, in determining whether the
amount received from the supporting
organization is sufficient to insure the
attentiveness of the beneficiary organi-

zation to the operations of the sup-
porting organization (including atten-
tiveness to the nature and yield of such
supporting organization’s invest-
ments), evidence of actual attentive-
ness by the beneficiary organization is
of almost equal importance. An exam-
ple of acceptable evidence of actual at-
tentiveness is the imposition of a re-
quirement that the supporting organi-
zation furnish reports at least annually
for taxable years beginning after De-
cember 31, 1971, to the beneficiary orga-
nization to assist such beneficiary or-
ganization in insuring that the sup-
porting organization has invested its
endowment in assets productive of a
reasonable rate of return (taking ap-
preciation into account) and has not
engaged in any activity which would
give rise to liability for a tax imposed
under sections 4941, 4943, 4944, or 4945 if
such organization were a private foun-
dation. The imposition of such require-
ment within 120 days after October 16,
1972, will be deemed to have retroactive
effect to January 1, 1970, for purposes
of determining whether a supporting
organization has met the requirements
of this subdivision for its first two tax-
able years beginning after December 31,
1969. The imposition of such require-
ment is, however, merely one of the
factors in determining whether a sup-
porting organization is complying with
this subdivision and the absence of
such requirement will not preclude an
organization from classification as a
supporting organization based on other
factors.

(e) However, where none of the bene-
ficiary organizations is dependent upon
the supporting organization for a suffi-
cient amount of the beneficiary organi-
zation’s support within the meaning of
this subdivision, the requirements of
this subparagraph will not be satisfied,
even though such beneficiary organiza-
tions have enforceable rights against
such organization under State law.

(4) Integral part test; transitional rule.
(i) A trust (whether or not exempt from
taxation under section 501(a)) which on
November 20, 1970, has met and con-
tinues to meet the requirements of sub-
divisions (ii) through (vi) of this sub-
paragraph shall be treated as meeting
the requirements of the integral part
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test (whether or not it meets the re-
quirements of subparagraph (3) (ii) or
(iii) of this paragraph) if for taxable
years beginning after October 16, 1972,
the trustee of such trust makes annual
written reports to all of the beneficiary
publicly supported organizations with
respect to such trust setting forth a de-
scription of the assets of the trust, in-
cluding a detailed list of the assets and
the income produced by such assets. A
trust organization which meets the re-
quirements of this subparagraph may
request a ruling that it is described in
section 509(a)(3) in such manner as the
Commissioner may prescribe.

(ii) All the unexpired interests in the
trust are devoted to one or more pur-
poses described in section 170(c) (1) or
(2)(B) and a deduction was allowed with
respect to such interests under section
170, 545(b)(2), 556(b)(2), 642(c), 2055,
2106(a)(2), 2522, or corresponding provi-
sions of prior law (or would have been
allowed such a deduction if the trust
had not been created before 1913).

(iii) The trust was created prior to
November 20, 1970, and did not receive
any grant, contribution, bequest or
other transfer on or after such date.
For purpose of this subdivision, a split-
interest trust described in section
4947(a)(2) which was created prior to
November 20, 1970, which was irrev-
ocable on such date, and which be-
comes a charitable trust described in
section 4947(a)(1) after such date shall
be treated as having been created prior
to such date;

(iv) The trust is required by its gov-
erning instrument to distribute all of
its net income currently to a des-
ignated publicly supported beneficiary
organization. Where more than one
publicly supported beneficiary organi-
zation is designated in the governing
instrument of a trust, all of the net in-
come must be distributable and must
be distributed currently to each of such
beneficiary organizations in fixed
shares pursuant to such governing in-
strument. For purposes of this subdivi-
sion, the governing instrument of a
charitable trust shall be treated as re-
quiring distribution to a designated
beneficiary organization where the
trust instrument describes the chari-
table purpose of the trust so com-
pletely that such description can apply

to only one existing beneficiary organi-
zation and is of sufficient particularity
as to vest in such organization rights
against the trust enforceable in a court
possessing equitable powers;

(v) The trustee of the trust does not
have discretion to vary either the bene-
ficiaries or the amounts payable to the
beneficiaries. For purposes of this sub-
division, a trustee shall not be treated
as having such discretion where the
trustee has discretion to make pay-
ments of principal to the single section
509(a) (1) or (2) organization that is cur-
rently entitled to receive all of the
trust’s income or where the trust in-
strument provides that the trustee
may cease making income payments to
a particular charitable beneficiary in
the event of certain specific occur-
rences, such as the loss of exemption
under section 501(c)(3) or classification
under section 509(a) (1) or (2) by the
beneficiary or the failure of the bene-
ficiary to carry out its charitable pur-
pose properly;

(vi) None of the trustees would be
disqualified persons within the mean-
ing of section 4946(a) (other than foun-
dation managers under 4946(a)(1)(B))
with respect to the trust if such trust
were treated as a private foundation.

(5) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. N is a nonprofit publishing orga-
nization described in section 501(c)(3). It does
all of the publishing and printing for the
churches of a particular denomination
(which are publicly supported organizations).
Control of the organization is vested in a
five-man Board of Directors, which includes
one church official and four lay members of
the congregations of that denomination. N
does no other printing or publishing. It pub-
lishes all of the churches’ religious as well as
secular tracts and materials. Under these
circumstances, N is considered as being oper-
ated in connection with a number of publicly
supported organizations. Publishing reli-
gious literature is an integral part of the
churches’ activities; it is carried on by N on
behalf of the churches, and there is sufficient
direction of N’s activities by the churches to
insure responsiveness by N to their needs.

Example 2. O, an alumni association de-
scribed in section 501(c)(3), was formed to
promote a spirit of loyalty among graduates
of Y University, a publicly supported organi-
zation, and to effect united action in pro-
moting the general welfare of the university.
A special committee of Y’s governing board
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meets with O and makes recommendations
as to the allocation of O’s program of gifts
and scholarships to the university and its
students. O also provides certain functions
which would otherwise be part of Y’s func-
tions, such as maintaining records of alumni.
O publishes a bulletin to keep alumni aware
of the activities of the university. Under
these circumstances O is considered to be op-
erated in connection with Y within the
meaning of section 509(a)(3)(B).

Example 3. P is a trust created under the
will of A for the purpose of furthering musi-
cal education. As a means of accomplishing
its purposes P founded X, a school of music
described in section 509(a)(1). The trust in-
strument is thereafter amended to name X
specifically as the beneficiary of the trust. X
can enforce its equitable rights as trust ben-
eficiary under State law. Members of the
governing body of X form a minority of the
foundation managers of P. For many years
the organizations have been operated in
close association with each other. P provides
the principal endowment fund for the oper-
ation of X. In addition, while the governing
body of X concerns itself with artistic poli-
cies, the foundation managers of P handle
the budgetary concerns of X. X’s annual
budget is prepared with the assistance of P’s
foundation managers and is approved by P.
Under these circumstances, P is considered
to be operated in connection with X within
the meaning of section 509(a)(3)(B).

Example 4. Q is a charitable trust described
in section 501(c)(3) and created under the will
of C. Prior to his death, C built H Hospital
and deeded it to I University for use as a
training and clinical facility for I’s medical
school. Both H and I are publicly supported
organizations. C created Q to perpetuate his
interest in, and assistance to, H Hospital.
The sole purpose of Q was to provide finan-
cial support for H, the beneficiary organiza-
tion named in C’s will. H can enforce its eq-
uitable rights as trust beneficiary under
State law. After the death of C, Q continued
to provide substantial support for H. It was
primarily responsible for the erecting of a
new hospital building, as well as the con-
struction of other facilities for the hospital.
In addition, each medical department of H
indicates during the year what its greatest
needs are. Once these requests are approved
by the medical director of I University’s
Medical School, they are presented to Q, and
subject to the amount of Q’s income (all of
which is applied to H), these requests are
honored and the new equipment of facility is
supplied through Q’s funds. The governing
body of Q and those of H and I are com-
pletely independent. However, based on the
above facts, Q is responsive to the needs of
H, Q maintains a substantial involvement in
the conduct of H, and H is substantially de-
pendent upon the receipt of support from Q.
Accordingly, Q is operated in connection

with one or more section 509(a)(1) organiza-
tions within the meaning of section
509(a)(3)B).

Example 5. R is a charitable trust created
under the will of B, who died in 1971. Its pur-
pose is to hold assets as an endowment for S,
a hospital, T, a university, and U, a national
medical research organization (all being pub-
licly supported organizations and specifi-
cally named in the trust instrument), and to
distribute all of the income each year in
equal shares among the three named bene-
ficiaries. S, T, and U have certain enforce-
able rights against R under State law, in-
cluding the right to compel an accounting.
Except for making these annual payments,
the trustees of R have no further contacts or
relationships with S, T, or U. The payments
by R to such organizations do not comprise
a sufficient amount of support to meet the
requirements of subparagraph (3) of this
paragraph for any of these organizations. Al-
though R meets the responsiveness test de-
scribed in subparagraph (2) of this paragraph,
it does not meet the integral part test de-
scribed in subparagraph (3) of this paragraph.
R is not, therefore, considered as operated in
connection with one or more publicly sup-
ported organizations within the meaning of
section 509(a)(3)B). However, if B had died
prior to November 20, 1970, R could, upon
meeting all of the requirements of subpara-
graph (4) of this paragraph, be considered as
operated in connection with one or more of
publicly supported organizations within the
meaning of section 509(a)(3)(B).

Example 6. S is a charitable trust described
in section 501(c)(3). S was created under the
will of C in 1910 for the purpose of providing
aged and indigent women with care and shel-
ter. Prior to his death in 1910, C helped to
create T, a home for aged women, through a
substantial inter vivos contribution. Al-
though T is not specifically named in C’s
will, the trustees of S (who are completely
independent of T) have paid over all of S’s in-
come to T in furtherance of the trust’s pur-
poses since the death of C. S establishes that
between 1910 and 1955, the amount of support
received by T from S was sufficient support
to satisfy the provisions of § 1.509(a)–
4(i)(3)(iii). In 1956, T merged with U, a home
for aged and indigent men, and V, a nursing
home. S continued to pay all its income to
W, the organization resulting from the merg-
er of T, U, and V. However, as a result of the
merger and certain changes in the methods
of financing the operations, the payments
made by S after 1955 no longer were suffi-
cient to satisfy the integral part test of
§ 1.509(a)–4(i)(3)(iii). W qualifies as an organi-
zation described in section 509(a)(2). For the
taxable year 1971, S meets the responsiveness
test under § 1.509(a)–4(i)(2)(ii). Although W is
not a named beneficiary under S’s governing
instrument, pursuant to § 1.509(a)–4(i)(1)(ii)
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the historic and continuing relationship be-
tween the organizations will be taken into
account to establish compliance with the re-
sponsiveness test. Furthermore, pursuant to
§ 1.509(a)–4(i)(1)(iii), under the facts set forth
above, the integral part test under § 1.509(a)–
4(i)(3)(iii) will be considered as being satis-
fied for the taxable year 1971. Thus S will be
considered as operated in connection with W
for the taxable year 1971.

(j) Control by disqualified persons— (1)
In general. Under the provisions of sec-
tion 509(a)(3)(C) a supporting organiza-
tion may not be controlled directly or
indirectly by one or more disqualified
persons (as defined in section 4946)
other than foundation managers and
other than one or more publicly sup-
ported organizations. If a person who is
a disqualified person with respect to a
supporting organization, such as a sub-
stantial contributor to the supporting
organization, is appointed or des-
ignated as a foundation manager of the
supporting organization by a publicly
supported beneficiary organization to
serve as the representative of such pub-
licly supported organization, then for
purposes of this paragraph such person
will be regarded as a disqualified per-
son, rather than as a representative of
the publicly supported organization.
An organization will be considered con-
trolled, for purposes of section
509(a)(3)(C), if the disqualified persons,
by aggregating their votes or positions
of authority, may require such organi-
zation to perform any act which sig-
nificantly affects its operation or may
prevent such organization from per-
forming such act. This includes, but is
not limited to, the right of any sub-
stantial contributor or his spouse to
designate annually the recipients, from
among the publicly supported organiza-
tions of the income attributable to his
contribution to the supporting organi-
zation. Except as provided in subpara-
graph (2) of this paragraph, a sup-
porting organization will be considered
to be controlled directly or indirectly
by one or more disqualified persons if
the voting power of such persons is 50
percent or more of the total voting
power of the organization’s governing
body or if one or more of such persons
have the right to exercise veto power
over the actions of the organization.
Thus, if the governing body of a foun-
dation is composed of five trustees,

none of whom has a veto power over
the actions of the foundation, and no
more than two trustees are at any time
disqualified persons, such foundation
will not be considered to be controlled
directly or indirectly by one or more
disqualified persons by reason of this
fact alone. However, all pertinent facts
and circumstances including the na-
ture, diversity, and income yield of an
organization’s holdings, the length of
time particular stocks, securities, or
other assets are retained, and its man-
ner of exercising its voting rights with
respect to stocks in which members of
its governing body also have some in-
terest, will be taken into consideration
in determining whether a disqualified
person does in fact indirectly control
an organization.

(2) Proof of independent control. Not-
withstanding subparagraph (1) of this
paragraph, an organization shall be
permitted to establish to the satisfac-
tion of the Commissioner that disquali-
fied persons do not directly or indi-
rectly control it. For example, in the
case of a religious organization oper-
ated in connection with a church, the
fact that the majority of the organiza-
tion’s governing body is composed of
lay persons who are substantial con-
tributors to the organization will not
disqualify the organization under sec-
tion 509(a)(3)(C) if a representative of
the church, such as a bishop or other
official, has control over the policies
and decisions of the organization.

(k) Organizations operated in conjunc-
tion with certain section 501(c) (4), (5), or
(6) organizations. (1) For purposes of
section 509(a)(3), an organization which
is operated in conjunction with an or-
ganization described in section 501(c)
(4), (5), or (6) (such as a social welfare
organization, labor or agricultural or-
ganization, business league, or real es-
tate board) shall, if it otherwise meets
the requirements of section 509(a)(3), be
considered an organization described in
section 509(a)(3) if such section 501(c)
(4), (5), or (6) organization would be de-
scribed in section 509(a)(2) if it were an
organization described in section
501(c)(3). The section 501(c) (4), (5), or
(6) organization, which the supporting
organization is operating in conjunc-
tion with, must therefore meet the
one-third tests of a publicly supported
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organization set forth in section
509(a)(2).

(2) This paragraph may be illustrated
by the following example:

Example. X medical association, described
in section 501(c)(6), is supported by member-
ship dues and funds resulting from the per-
formance of its exempt activities. This sup-
port, which is entirely from permitted
sources, constitutes more than one-third of
X’s support. X does not normally receive
more than one-third of its support from
items described in section 509(a)(2)(B). X or-
ganized and operated an endowment fund for
the sole purpose of furthering medical edu-
cation. The fund is an organization described
in section 501(c)(3). Since more than one-
third of X’s support is derived from member-
ship dues and from funds resulting from the
performance of exempt purposes (all of which
are from permitted sources) and not more
than one-third of its support is from items
described in section 509(a)(2)(B), it would be
a publicly supported organization described
in section 509(a)(2) if it were described in sec-
tion 501(c)(3) rather than section 501(c)(6).
Accordingly, if the fund otherwise meets the
requirements of section 509(a)(3) with respect
to X, it will be considered an organization
described in section 509(a)(3).

[T.D. 7212, 37 FR 21916, Oct. 17, 1972, as
amended by T.D. 7784, 46 FR 37890, July 23,
1981]

§ 1.509(a)–5 Special rules of attribu-
tion.

(a) Retained character of gross invest-
ment income. (1) For purposes of deter-
mining whether an organization meets
the not–more–than–one–third support
test set forth in section 509(a)(2)(B),
amounts received by such organization
from:

(i) An organization which seeks to be
described in section 509(a)(3) by reason
of its support of such organization; or

(ii) A charitable trust, corporation,
fund, or association described in sec-
tion 501(c)(3) (including a charitable
trust described in section 4947(a)(1)) or
a split interest trust described in sec-
tion 4947(a)(2), which is required by its
governing instrument or otherwise to
distribute, or which normally does dis-
tribute, at least 25 percent of its ad-
justed net income (within the meaning
of section 4942(f)) to such organization,
and such distribution normally com-
prises at least 5 percent of such dis-
tributee organization’s adjusted net in-
come,

will retain their character as gross in-
vestment income (rather than gifts or
contributions) to the extent that such
amounts are characterized as gross in-
vestment income in the possession of
the distributing organization described
in subdivision (i) or (ii) of this subpara-
graph or, if the distributing organiza-
tion is a split interest trust described
in section 4947(a)(2), to the extent that
such amounts would be characterized
as gross investment income attrib-
utable to transfers in trust after May
26, 1969, if such trust were a private
foundation. For purposes of this sec-
tion, all income which is characterized
as gross investment income in the pos-
session of the distributing organization
shall be deemed to be distributed first
by such organization and shall retain
its character as such in the possession
of the recipient of amounts described
in this paragraph. If an organization
described in subdivision (i) or (ii) of
this subparagraph makes distributions
to more than one organization, the
amount of gross investment income
deemed distributed shall be prorated
among the distributees.

(2) For purposes of subparagraph (1)
of this paragraph, amounts paid by an
organization to provide goods, services,
or facilities for the direct benefit of an
organization seeking section 509(a)(2)
status (rather than for the direct ben-
efit of the general public) shall be
treated in the same manner as
amounts received by the latter organi-
zation. Such amounts will be treated as
gross investment income to the extent
that such amounts are characterized as
gross investment income in the posses-
sion of the organization spending such
amounts. For example, X is an organi-
zation described in subparagraph (1)(i)
of this paragraph. It uses part of its
funds to provide Y, an organization
seeking section 509(a)(2) status, with
certain services which Y would other-
wise be required to purchase on its
own. To the extent that the funds used
by X to provide such services for Y are
characterized as gross investment in-
come in the possession of X, such funds
will be treated as gross investment in-
come received by Y.

(3) An organization seeking section
509(a)(2) status shall file a separate
statement with its return required by
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section 6033, setting forth all amounts
received from organizations described
in paragraph (a)(1) (i) or (ii) of this sec-
tion.

(b) Relationships created for avoidance
purposes. (1) If a relationship between
an organization seeking section
509(a)(3) status and an organization
seeking section 509(a)(2) status:

(i) Is established or availed of after
October 9, 1969, and

(ii) One of the purposes of estab-
lishing or utilizing such relationship is
to avoid classification as a private
foundation with respect to either orga-
nization, the character and amount of
support received by the section
509(a)(3) organization will be attributed
to the section 509(a)(2) organization for
purposes of determining whether the
latter meets the one-third support test
and the not–more–than–one–third sup-
port test under section 509(a)(2). If a re-
lationship described in this subpara-
graph is established or utilized by an
organization seeking section 509(a)(3)
status and two or more organizations
seeking section 509(a)(2) status, the
amount of support received by the
former organization will be prorated
among the latter organizations and the
character of each class of support (as
defined in section 509(d)) will be attrib-
uted pro rata to each such organiza-
tion. The provisions of this paragraph
and of paragraph (a) of this section are
not mutually exclusive.

(2) In determining whether a rela-
tionship between one or more organiza-
tions seeking section 509(a)(2) status
(hereinafter referred to as beneficiary
organizations) and an organization
seeking section 509(a)(3) status (herein-
after referred to as the supporting orga-
nization) has been established or
availed of to avoid classification as a
private foundation (within the meaning
of subparagraph (1) of this paragraph),
all pertinent facts and circumstances,
including the following, shall be taken
into account as evidence that a rela-
tionship was not established or availed
of to avoid classification as a private
foundation:

(i) The supporting organization is op-
erated to support or benefit several
specified beneficiary organizations.

(ii) The beneficiary organization has
a substantial number of dues-paying

members (in relation to the public it
serves and the nature of its activities)
and such members have an effective
voice in the management of both the
supporting and beneficiary organiza-
tions.

(iii) The beneficiary organization is
composed of several membership orga-
nizations, each of which has a substan-
tial number of members (in relation to
the public it serves and the nature of
its activities), and such membership
organizations have an effective voice in
the management of the supporting and
beneficiary organizations.

(iv) The beneficiary organization re-
ceives a substantial amount of support
from the general public, public char-
ities, or governmental grants.

(v) The supporting organization uses
its funds to carry on a meaningful pro-
gram of activities to support or benefit
the beneficiary organization and such
use would, if such supporting organiza-
tion were a private foundation, be suf-
ficient to avoid the imposition of any
tax upon such organization under sec-
tion 4942.

(vi) The supporting organization is
not able to exercise substantial control
or influence over the beneficiary orga-
nization by reason of the former’s re-
ceiving support or holding assets which
are disproportionately large in com-
parison with the support received or
the assets held by the latter.

(vii) Different persons manage the
operations of the beneficiary and sup-
porting organizations and each organi-
zation performs a different function.

(3) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. M, an organization described in
section 509(a)(2), is a council composed of 10
learned societies. Each member society has a
large membership of scholars interested in a
particular academic area. In 1970 M estab-
lished N, an organization seeking section
509(a)(3) status, for the purpose of carrying
on research and study projects of interest to
the member societies. The principal source
of funds for N’s activities is from foundation
and government grants and contracts. The
principal source of funds for M’s activities
after the creation of N is membership dues.
M continued to maintain a wide variety of
activities for its members, such as pub-
lishing periodicals and carrying on seminars
and conferences. N is subject to complete
control by the governing body of M. Under
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these circumstances, the relationship be-
tween these organizations is not one which is
described in subparagraph (1) of this para-
graph.

Example 2. Q is a local medical research or-
ganization described in section 509(a)(2). Its
fixed assets are negligible and it carries on
research activities on a limited scale. It also
makes a limited number of grants to sci-
entists and doctors who are engaged in med-
ical research of interest to Q. It receives sup-
port through small government grants and a
few research contracts from private founda-
tions. R is an organization described in sec-
tion 501(c)(3). As of January 1, 1970, R was
classified as a private foundation under sec-
tion 509. It has a substantial endowment
which it uses to make grants to various
charitable and scientific organizations de-
scribed in section 501(c)(3). During 1970, R
agrees to subsidize the research activities of
Q. R amends its governing instrument to
provide specifically that all of R’s support
will be used for research activities which are
approved and supervised by Q. R also amends
its bylaws to permit a minority of Q’s board
of directors to be members of R’s governing
body. R then gives timely notification under
section 507(b)(1)(B)(ii) that R is terminating
its private foundation status by meeting the
requirements of section 509(a)(3) by the end
of the 12-month period described in section
507(b)(1)(B)(i). For purposes of determining
whether R has met the requirements of sec-
tion 509(a)(3) by the end of the 12-month pe-
riod, as well as determining Q’s status under
section 509(a)(2), the character and amount
of support received by R will be attributed to
Q.

(c) Effect on organizations claiming sec-
tion 509(a)(3) status. If an organization
claiming section 509(a)(2) status fails
to meet either the one-third support
test or the not–more–than–one–third
support test under section 509(a)(2) by
reason of the application of the provi-
sions of paragraph (a) or (b) of this sec-
tion, and such organization is one of
the specified organizations (within the
meaning of section 509(a)(3)(A)) for
whose support or benefit an organiza-
tion claiming section 509(a)(3) status is
operated, the organization claiming
section 509(a)(3) status will not be con-
sidered to be operated exclusively to
support or benefit one or more section
509(a) (1) or (2) organizations.

[T.D. 7212, 37 FR 21922, Oct. 17, 1972, as
amended by T.D. 7290, 38 FR 31834, Nov. 19,
1973; T.D. 7784, 46 FR 37890, July 23, 1981]

§ 1.509(a)–6 Classification under sec-
tion 509(a).

If an organization is described in sec-
tion 509(a)(1) and also in another para-
graph of section 509(a), it will be treat-
ed as described in section 509(a)(1). For
purposes of this section, the parenthet-
ical language other than in clauses (vii)
and (viii) used in section 509(a)(1) shall
be construed to mean other than an or-
ganization which is described only in
clause (vii) or (viii). For example, X is
an organization which is described in
section 170(b)(1)(A)(vi), but could also
meet the description of section
170(b)(1)(A)(viii) as an organization de-
scribed in section 509(a)(2). For pur-
poses of the one-third support test in
section 509(a)(2)(A), contributions from
X to other organizations will be treat-
ed as support from an organization de-
scribed in section 170(b)(1)(A)(vi) rather
than from an organization described in
section 170(b)(1)(A)(viii).

[T.D. 7212, 37 FR 21923, Oct. 17, 1972]

§ 1.509(a)–7 Reliance by grantors and
contributors to section 509(a) (1),
(2), and (3) organizations.

(a) General rule. Once an organization
has received a final ruling or deter-
mination letter classifying it as an or-
ganization described in section 509(a)
(1), (2), or (3), the treatment of grants
and contributions and the status of
grantors and contributors to such orga-
nization under sections 170, 507,
545(b)(2), 556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522 will not be affected
by reason of a subsequent revocation
by the service of the organization’s
classification as described in section
509(a) (1), (2), or (3) until the date on
which notice of change of status is
made to the public (such as by publica-
tion in the Internal Revenue Bulletin)
or another applicable date, if any, spec-
ified in such public notice. In appro-
priate cases, however, the treatment of
grants and contributions and the sta-
tus of grantors and contributors to an
organization described in section 509(a)
(1), (2), or (3) may be affected pending
verification of the continued classifica-
tion of such organization under section
509(a) (1), (2), or (3). Notice to this af-
fect will be made in a public announce-
ment by the service. In such cases the
effect of grants and contributions made

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00138 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



139

Internal Revenue Service, Treasury § 1.509(c)–1

after the date of the announcement
will depend upon the statutory quali-
fication of the organization as an orga-
nization described in section 509(a) (1),
(2), or (3).

(b) Exceptions. (1) Paragraph (a) of
this section shall not apply if the
grantor or contributor:

(i) Had knowledge of the revocation
of the ruling or determination letter
classifying the organization as an orga-
nization described in section 509(a) (1),
(2), or (3), or

(ii) Was in part responsible for, or
was aware of, the act, the failure to
act, or the substantial and material
change on the part of the organization
which gave rise to the revocation of
the ruling or determination letter
classifying the organization as an orga-
nization described in section 509(a) (1),
(2), or (3).

(2) Paragraph (a) of this section shall
not apply where a different rule is oth-
erwise expressly provided in the regula-
tions under sections 170(b)(1)(A),
507(b)(1)(B), or 509.

[T.D. 7212, 37 FR 21923, Oct. 17, 1972]

§ 1.509(b)–1 Continuation of private
foundation status.

(a) In general. If an organization is a
private foundation (within the meaning
of section 509(a)) on October 9, 1969, or
becomes a private foundation on any
subsequent date, such organization
shall be treated as a private foundation
for all periods after October 9, 1969, or
after such subsequent date, unless its
status as such is terminated under sec-
tion 507. Therefore, if an organization
was described in section 501(c)(3) and
was a private foundation within the
meaning of section 509(a) on October 9,
1969, it shall be treated as a private
foundation for all periods thereafter,
even though it may also satisfy the re-
quirements of an organization de-
scribed in some other paragraph of sec-
tion 501(c). For example, if on October
9, 1969, an organization was described
in section 501(c)(3), but because of its
activities, it could also have qualified
as an organization described in section
501(c)(4), such organization will con-
tinue to be treated as a private founda-
tion, if it was a private foundation
within the meaning of section 509(a) on
October 9, 1969.

(b) Taxable private foundations. If an
organization is a private foundation on
October 9, 1969, and it is determined
that it is not exempt under section
501(a) as an organization described in
section 501(c)(3) as of any date after Oc-
tober 9, 1969, such organization, even
though it may operate thereafter as a
taxable entity, will continue to be
treated as a private foundation unless
its status as such is terminated under
section 507. For example, X organiza-
tion is a private foundation on October
9, 1969. It is subsequently determined
that, as of July 1, 1972, X is no longer
exempt under section 501(a) as an orga-
nization described in section 501(c)(3)
because, for example, it has not con-
formed its governing instrument pursu-
ant to section 508(e). X will continue to
be treated as a private foundation after
July 1, 1972, unless its status as such is
terminated under section 507. However,
if an organization is not exempt under
section 501(a) as an organization de-
scribed in section 501(c)(3) on October 9,
1969, then it will not be treated as a
private foundation within the meaning
of section 509(a) by reason of section
509(b), unless it becomes a private foun-
dation on a subsequent date.

[T.D. 7212, 37 FR 21924, Oct. 17, 1972]

§ 1.509(c)–1 Status of organization
after termination of private founda-
tion status.

(a) In general. For purposes of part II
of subchapter F of this chapter, an or-
ganization whose status as a private
foundation is terminated under section
507 shall be treated as an organization
created on the day after the date of
such termination. An organization
whose private foundation status has
been terminated under the provisions
of section 507(a) will, if it continues to
operate, be treated as a new organiza-
tion and must, if it desires to be classi-
fied under section 501(c)(3), give notifi-
cation that it is applying for recogni-
tion of section 501(c)(3) status pursuant
to the provisions of section 508(a).

(b) Effect upon section 507(d)(1). If the
private foundation status of an organi-
zation has been terminated under sec-
tion 507(b)(1)(B) and the regulations
thereunder, and:

(1) Such organization does not con-
tinue at all times thereafter to meet
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the requirements of section 509(a) (1),
(2), or (3) (and is therefore no longer ex-
cluded from the definition of a private
foundation); and

(2) The status of such organization as
a private foundation is thereafter ter-
minated under section 507(a),
then the tax imposed under section
507(c)(1) upon the aggregate tax benefit
(described in section 507(d)(1)) resulting
from section 501(c)(3) status shall be
computed only upon the aggregate tax
benefit resulting after the date on
which the organization again becomes
a private foundation under subpara-
graph (1) of this paragraph.

[T.D. 7212, 37 FR 21924, Oct. 17, 1972]

§ 1.509(d)–1 Definition of support
For purposes of section 509(a)(2), the

term support does not include amounts
received in repayment of the principal
of a loan or other indebtedness. See,
however, section 509(e) as to amounts
received as interest on a loan or other
indebtedness.

[T.D. 7212, 37 FR 21924, Oct. 17, 1972]

§ 1.509(e)–1 Definition of gross invest-
ment income.

For the distinction between gross re-
ceipts and gross investment income,
see § 1.509(a)–3(m).

(Sec. 7805, Internal Revenue Code of 1954, 68A
Stat. 917; 26 U.S.C. 7805)

[T.D. 7212, 37 FR 21925, Oct. 17, 1972]

TAXATION OF BUSINESS INCOME OF
CERTAIN EXEMPT ORGANIZATIONS

§ 1.511–1 Imposition and rates of tax.
Section 511(a) imposes a tax upon the

unrelated business taxable income of
certain organizations otherwise exempt
from Federal income tax. Under sec-
tion 511(a)(1), organizations described
in section 511(a)(2)(A) and in paragraph
(a) of § 1.511–2 and organizations de-
scribed in section 511(a)(2)(B) are sub-
ject to normal tax and surtax at the
corporate rates provided by section 11.
Under section 511(b)(1), trusts described
in section 511(b)(2) are subject to tax at
the individual rates prescribed in sec-
tion 1(d) of the Code as amended by the
Tax Reform Act of 1969 (section 1 for
taxable years ending before Jan. 1,

1971). The deduction for personal ex-
emption provided in section 642(b) in
the case of a trust taxable under sub-
chapter J, chapter 1 of the Code, is not
allowed in computing unrelated busi-
ness taxable income.

[T.D. 7117, 36 FR 9421, May 25, 1971]

§ 1.511–2 Organizations subject to tax.
(a) Organizations other than trusts and

title holding companies. (1)(i) The taxes
imposed by section 511(a)(1) apply in
the case of any organization (other
than a trust described in section
511(b)(2) or an organization described in
section 501(c)(1)) which is exempt from
taxation under section 501(a) (except as
provided in sections 507 through 515).
For special rules concerning corpora-
tions described in section 501(c)(2), see
paragraph (c) of this section.

(ii) In the case of an organization de-
scribed in section 501(c)(4), (7), (8), (9),
(10), (11), (12), (13), (14)(A), (15), (16), or
(18), the taxes imposed by section
511(a)(1) apply only for taxable years
beginning after December 31, 1969. In
the case of an organization described in
section 501(c)(14) (B) or (C), the taxes
imposed by section 511(a)(1) apply only
for taxable years beginning after Feb-
ruary 2, 1966.

(2) The taxes imposed by section
511(a) apply in the case of any college
or university which is an agency or in-
strumentality of any government or
any political subdivision thereof, or
which is owned or operated by a gov-
ernment or any political subdivision
thereof or by any agency or instrumen-
tality of any one or more governments
or political subdivisions. Such taxes
also apply in the case of any corpora-
tion wholly owned by one or more such
colleges or universities. As here used,
the word government includes any for-
eign government (to the extent not
contrary to any treaty obligation of
the United States) and all domestic
governments (the United States and
any of its Territories or possessions,
any State, and the District of Colum-
bia). Elementary and secondary schools
operated by such governments are not
subject to the tax on unrelated busi-
ness income.

(3)(i) For taxable years beginning be-
fore January 1, 1970, churches and asso-
ciations or conventions of churches are

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00140 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



141

Internal Revenue Service, Treasury § 1.511–2

exempt from the taxes imposed by sec-
tion 511. The exemption is applicable
only to an organization which itself is
a church or an association or conven-
tion of churches. Subject to the provi-
sions of subdivision (ii) of this subpara-
graph, religious organizations, includ-
ing religious orders, if not themselves
churches or associations or conven-
tions of churches, and all other organi-
zations which are organized or oper-
ated under church auspices, are subject
to the tax imposed by section 511,
whether or not they engage in reli-
gious, educational, or charitable ac-
tivities approved by a church.

(ii) The term church includes a reli-
gious order or a religious organization
if such order or organization (a) is an
integral part of a church, and (b) is en-
gaged in carrying out the functions of
a church, whether as a civil law cor-
poration or otherwise. In determining
whether a religious order or organiza-
tion is an integral part of a church,
consideration will be given to the de-
gree to which it is connected with, and
controlled by, such church. A religious
order or organization shall be consid-
ered to be engaged in carrying out the
functions of a church if its duties in-
clude the ministration of sacerdotal
functions and the conduct of religious
worship. If a religious order or organi-
zation is not an integral part of a
church, or if such an order or organiza-
tion is not authorized to carry out the
functions of a church (ministration of
sacerdotal functions and conduct of re-
ligious worship) then it is subject to
the tax imposed by section 511 whether
or not it engages in religious, edu-
cational, or charitable activities ap-
proved by a church. What constitutes
the conduct of religious worship or the
ministration of sacerdotal functions
depends on the tenets and practices of
a particular religious body consti-
tuting a church. If a religious order or
organization can fully meet the re-
quirements stated in this subdivision,
exemption from the tax imposed by
section 511 will apply to all its activi-
ties, including those which it conducts
through a separate corporation (other
than a corporation described in section
501(c)(2)) or other separate entity
which it wholly owns and which is not
operated for the primary purpose of

carrying on a trade or business for
profit. Such exemption from tax will
also apply to activities conducted
through a separate corporation (other
than a corporation described in section
501(c)(2)) or other separate entity
which is wholly owned by more than
one religious order or organization, if
all such orders or organizations fully
meet the requirements stated in this
subdivision and if such corporation or
other entity is not operated for the pri-
mary purpose of carrying on a trade or
business for profit.

(iii) For taxable years beginning
after December 31, 1969, churches and
conventions or associations of churches
are subject to the taxes imposed by
section 511, unless otherwise entitled
to the benefit of the transitional rules
of section 512(b)(14) and § 1.512(b)–1(i).

(b) Trusts—(1) In general. The taxes
imposed by section 511(b) apply in the
case of any trust which is exempt from
taxation under section 501(a) (except as
provided in sections 507 through 515),
and which, if it were not for such ex-
emption, would be subject to the provi-
sions of subchapter J, chapter 1, of the
Code. An organization which is consid-
ered as trustee of a stock bonus, pen-
sion, or profit-sharing plan described in
section 401(a), a supplemental unem-
ployment benefit trust described in
section 501(c)(17), or a pension plan de-
scribed in section 501(c)(18) (regardless
of the form of such organization) is
subject to the taxes imposed by section
511(b)(1) on its unrelated business in-
come. However, if such an organization
conducts a business which is a separate
taxable entity on the basis of all the
facts and circumstances, for example,
an association taxable as a corpora-
tion, the business will be taxable as a
feeder organization described in sec-
tion 502.

(2) Effective dates. In the case of a
trust described in section 501(c)(3), the
taxes imposed by section 511(b) apply
for taxable years beginning after De-
cember 31, 1953. In the case of a trust
described in section 401(a), the taxes
imposed by section 511(b) apply for tax-
able years beginning after June 30,
1954. In the case of a trust described in
section 501(c)(17), the taxes imposed by
section 511(b) apply for taxable years
beginning after December 31, 1959. In
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the case of any other trust described in
subparagraph (1) of this paragraph, the
taxes imposed by section 511(b) apply
for taxable years beginning after De-
cember 31, 1969.

(c) Title Holding Companies—(1) In
general. If a corporation described in
section 501(c)(2) pays any amount of its
net income for a taxable year to an or-
ganization exempt from taxation under
section 501(a) (or would pay such an
amount but for the fact that the ex-
penses of collecting its income exceed
its income), and if such corporation
and such organization file a consoli-
dated income tax return for such tax-
able year, then such corporation shall
be treated, for purposes of the tax im-
posed by section 511(a), as being orga-
nized and operated for the same pur-
poses as such organization, as well as
for its title-holding purpose. Therefore,
if an item of income of the section
501(c)(2) corporation is derived from a
source which is related to the exempt
function of the exempt organization to
which such income is payable and with
which such corporation files a consoli-
dated return, such item is, together
with all deductions directly connected
therewith, excluded from the deter-
mination of unrelated business taxable
income under section 512 and shall not
be subject to the tax imposed by sec-
tion 511(a). If, however, such item of in-
come is derived from a source which is
not so related, then such item, less all
deductions directly connected there-
with, is, subject to the modifications
provided in section 512(b), unrelated
business taxable income subject to the
tax imposed by section 511(a).

(2) The provisions of subparagraph (1)
of this paragraph may be illustrated by
the following example:

Example. The income of X, a section
501(c)(2) corporation, is required to be dis-
tributed to exempt organization A. During
the taxable year X realizes net income of
$900,000 from source M and $100,000 from
source N. Source M is related to A’s exempt
function, while source N is not so related. X
and A file a consolidated return for such tax-
able year. X has net unrelated business in-
come of $100,000, subject to the modifications
in section 512(b).

(3) Cross reference. For rules relating
generally to the filing of consolidated
returns by certain organizations ex-

empt from taxation under section
501(a), see section 1504(e) of the Code
and § 1.1502–100.

(4) Effective dates. Subparagraphs (1)
through (3) of this paragraph apply
with respect to taxable years beginning
after December 31, 1969. For taxable
years beginning before January 1, 1970,
a corporation described in section
501(c)(2) and otherwise exempt from
taxation under section 501(a) is taxable
upon its unrelated business taxable in-
come only if such income is payable ei-
ther:

(i) To a church or convention or asso-
ciation of churches, or

(ii) To any organization subject, for
taxable years beginning before January
1, 1970, to the tax imposed by section
511(a)(1).

(d) The fact that any class of organi-
zations exempt from taxation under
section 501(a) is subject to the unre-
lated business income tax under sec-
tion 511 and this section does not in
any way enlarge the permissible scope
of business activities of such class for
purposes of the continued qualification
of such class under section 501(a).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7183, 37 FR 7884, Apr. 21,
1972; T.D. 7632, 44 FR 42681, July 20, 1979]

§ 1.511–3 Provisions generally applica-
ble to the tax on unrelated business
income.

(a) Assessment and collections. Since
the taxes imposed by section 511 are
taxes imposed by subtitle A of the
Code, all provisions of law and of the
regulations applicable to the taxes im-
posed by subtitle A are applicable to
the assessment and collection of the
taxes imposed by section 511. Organiza-
tions subject to the tax imposed by sec-
tion 511(a)(1) are subject to the same
provisions, including penalties, as are
provided in the case of the income tax
of other corporations. In the case of a
trust subject to the tax imposed by sec-
tion 511(b)(1), the fiduciaries for such
trust are subject to the same provi-
sions, including penalties, as are appli-
cable to fiduciaries in the case of the
income tax of other trusts. See section
6151, et seq., and the regulations pre-
scribed thereunder, for provisions re-
lating to payment of tax.
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(b) Returns. For requirements of fil-
ing annual returns with respect to un-
related business taxable income by or-
ganizations subject to the tax on such
income, see section 6012, paragraph (e)
of § 1.6012–2, and paragraph (a)(5) of
§ 1.6012–3.

(c) Taxable years, method of account-
ing, etc. The taxable year (fiscal year or
calendar year, as the case may be) of
an organization shall be determined
without regard to the fact that such or-
ganization may have been exempt from
tax during any prior period. See sec-
tions 441 and 446, and the regulations
thereunder in this part, and section
7701 and the regulations in part 301 of
this chapter (Regulations on Procedure
and Administration). Similarly, in
computing unrelated business taxable
income, the determination of the tax-
able year for which an item of income
or expense is taken into account shall
be made under the provisions of sec-
tions 441, 446, 451, and 461, and the regu-
lations thereunder, whether or not the
item arose during a taxable year begin-
ning before, on, or after the effective
date of the provisions imposing a tax
upon unrelated business taxable in-
come. If a method for treating bad
debts was selected in a return of in-
come (other than an information re-
turn) for a previous taxable year, the
taxpayer must follow such method in
its returns under section 511, unless
such method is changed in accordance
with the provisions of § 1.166–1. A tax-
payer which has not previously se-
lected a method for treating bad debts
may, in its first return under section
511, exercise the option granted in
§ 1.166–1.

(d) Foreign tax credit. See section 515
for provisions applicable to the credit
for foreign taxes provided in section
901.

§ 1.511–4 Minimum tax for tax pref-
erences.

The tax imposed by section 56 applies
to an organization subject to tax under
section 511 with respect to items of tax
preference which enter into the com-
putation of unrelated business taxable
income. For this purpose, only those
items of income and those deductions
entering into the determination of the
tax imposed by this section are consid-

ered in the determination of the items
of tax preference under section 57. For
rules relating to the minimum tax for
tax preferences, see sections 56 through
58 and the regulations thereunder.

[T.D. 7564, 43 FR 40494, Sept. 12, 1978]

§ 1.512(a)–1 Definition.
(a) In general. Except as otherwise

provided in § 1.512(a)–3, § 1.512(a)–4, or
paragraph (f) of this section, section
512(a)(1) defines unrelated business tax-
able income as the gross income derived
from any unrelated trade or business
regularly carried on, less those deduc-
tions allowed by chapter 1 of the Code
which are directly connected with the
carrying on of such trade or business,
subject to certain modifications re-
ferred to in § 1.512(b)–1. To be deduct-
ible in computing unrelated business
taxable income, therefore, expenses,
depreciation, and similar items not
only must qualify as deductions al-
lowed by chapter 1 of the Code, but also
must be directly connected with the
carrying on of unrelated trade or busi-
ness. Except as provided in paragraph
(d)(2) of this section, to be directly con-
nected with the conduct of unrelated
business for purposes of section 512, an
item of deduction must have proximate
and primary relationship to the car-
rying on of that business. In the case of
an organization which derives gross in-
come from the regular conduct of two
or more unrelated business activities,
unrelated business taxable income is
the aggregate of gross income from all
such unrelated business activities less
the aggregate of the deductions al-
lowed with respect to all such unre-
lated business activities. For the treat-
ment of amounts of income or loss of
common trust funds, see § 1.584–2(c)(3).

(b) Expenses attributable solely to unre-
lated business activities. Expenses, depre-
ciation, and similar items attributable
solely to the conduct of unrelated busi-
ness activities are proximately and pri-
marily related to that business activ-
ity, and therefore qualify for deduction
to the extent that they meet the re-
quirements of section 162, section 167,
or other relevant provisions of the
Code, connected with the conduct of
that activity and are deductible in
computing unrelated business activi-
ties are directly connected with the
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conduct of that activity and are de-
ductible in computing unrelated busi-
ness taxable income if they otherwise
qualify for deduction under the re-
quirements of section 162. Similarly,
depreciation of a building used entirely
in the conduct of unrelated business
activities would be an allowable deduc-
tion to the extent otherwise permitted
by section 167.

(c) Dual use of facilities or personnel.
Where facilities are used both to carry
on exempt activities and to conduct
unrelated trade or business activities,
expenses, depreciation and similar
items attributable to such facilities
(as, for example, items of overhead),
shall be allocated between the two uses
on a reasonable basis. Similarly, where
personnel are used both to carry on ex-
empt activities and to conduct unre-
lated trade or business activities, ex-
penses and similar items attributable
to such personnel (as, for example,
items of salary) shall be allocated be-
tween the two uses on a reasonable
basis. The portion of any such item so
allocated to the unrelated trade or
business activity is proximately and
primarily related to that business ac-
tivity, and shall be allowable as a de-
duction in computing unrelated busi-
ness taxable income in the manner and
to the extent permitted by section 162,
section 167, or other relevant provi-
sions of the Code. Thus, for example,
assume that X, an exempt organization
subject to the provisions of section 511,
pays its president a salary of $20,000 a
year. X derives gross income from the
conduct of unrelated trade or business
activities. The president devotes ap-
proximately 10 percent of his time dur-
ing the year to the unrelated business
activity. For purposes of computing
X’s unrelated business taxable income,
a deduction of $2,000 (10 percent of
$20,000), would be allowable for the sal-
ary paid to its president.

(d) Exploitation of exempt activities—(1)
In general. In certain cases, gross in-
come is derived from an unrelated
trade or business activity which ex-
ploits an exempt activity. One example
of such exploitation is the sale of ad-
vertising in a periodical of an exempt
organization which contains editorial
material related to the accomplish-
ment of the organization’s exempt pur-

pose. Except as specified in subpara-
graph (2) of this paragraph and para-
graph (f) of this section, in such cases,
expenses, depreciation and similar
items attributable to the conduct of
the exempt activities are not deduct-
ible in computing unrelated business
taxable income. Since such items are
incident to an activity which is carried
on in furtherance of the exempt pur-
pose of the organization, they do not
possess the necessary proximate and
primary relationship to the unrelated
trade or business activity and are
therefore not directly connected with
that business activity.

(2) Allowable deductions. Where an un-
related trade or business activity is of
a kind carried on for profit by taxable
organizations and where the exempt
activity exploited by the business is a
type of activity normally conducted by
taxable organizations in pursuance of
such business, expenses, depreciation,
and similar items which are attrib-
utable to the exempt activity qualify
as directly connected with the carrying
on of the unrelated trade or business
activity to the extent that:

(i) The aggregate of such items ex-
ceeds the income (if any) derived from
or attributable to the exempt activity;
and

(ii) The allocation of such excess to
the unrelated trade or business activ-
ity does not result in a loss from such
unrelated trade or business activity.

Under the rule of the preceding sen-
tence, expenses, depreciation and simi-
lar items paid or incurred in the per-
formance of an exempt activity must
be allocated first to the exempt activ-
ity to the extent of the income derived
from or attributable to the perform-
ance of that activity. Furthermore,
such items are in no event allocable to
the unrelated trade or business activ-
ity exploiting such exempt activity to
the extent that their deduction would
result in a loss carryover or carryback
with respect to that trade or business
activity. Similarly, they may not be
taken into account in computing unre-
lated business taxable income attrib-
utable to any unrelated trade or busi-
ness activity not exploiting the same
exempt activity. See paragraph (f) of
this section for the application of these
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rules to periodicals published by ex-
empt organizations.

(e) Example. Paragraphs (a) through
(d) of this section are illustrated by the
following example:

Example. W is an exempt business league
with a large membership. Under an arrange-
ment with an advertising agency W regularly
mails brochures, pamphlets and other adver-
tising materials to its members, charging
the agency an agreed amount per enclosure.
The distribution of the advertising materials
does not contribute importantly to the ac-
complishment of the purpose for which W is
granted exemption. Accordingly, the pay-
ments made to W by the advertising agency
constitute gross income from an unrelated
trade or business activity. In computing W’s
unrelated business taxable income, the ex-
penses attributable solely to the conduct of
the business, or allocable to such business
under the rule of paragraph (c) of this sec-
tion, are allowable as deductions in accord-
ance with the provisions of section 162. Such
deductions include the costs of handling and
mailing, the salaries of personnel used full-
time in the unrelated business activity and
an allocable portion of the salaries of per-
sonnel used both to carry on exempt activi-
ties and to conduct the unrelated business
activity. However, costs of developing W’s
membership and carrying on its exempt ac-
tivities are not deductible. Those costs are
necessary to the maintenance of the intan-
gible asset exploited in the unrelated busi-
ness activity—W’s membership—but are in-
curred primarily in connection with W’s fun-
damental purpose as an exempt organization.
As a consequence, they do not have proxi-
mate and primary relationship to the con-
duct of the unrelated business activity and
do not qualify as directly connected with it.

(f) Determination of unrelated business
taxable income derived from sale of adver-
tising in exempt organization periodi-
cals—(1) In general. Under section 513
(relating to the definition of unrelated
trade or business) and § 1.513–1,
amounts realized by an exempt organi-
zation from the sale of advertising in a
periodical constitute gross income
from an unrelated trade or business ac-
tivity involving the exploitation of an
exempt activity; namely, the circula-
tion and readership of the periodical
developed through the production and
distribution of the readership content
of the periodical. Paragraph (d) of this
section provides for the allowance of
deductions attributable to the produc-
tion and distribution of the readership
content of the periodical. Thus, subject

to the limitations of paragraph (d)(2) of
this section, where the circulation and
readership of an exempt organization
periodical are utilized in connection
with the sale of advertising in the peri-
odical, expenses, depreciation, and
similar items of deductions attrib-
utable to the production and distribu-
tion of the editorial or readership con-
tent of the periodical shall qualify as
items of deductions directly connected
with the unrelated advertising activ-
ity. Subparagraphs (2) through (6) of
this paragraph provide rules for deter-
mining the amount of unrelated busi-
ness taxable income attributable to the
sale of advertising in exempt organiza-
tion periodicals. Subparagraph (7) of
this paragraph provides rules for deter-
mining when the unrelated business
taxable income of two or more exempt
organization periodicals may be deter-
mined on a consolidated basis.

(2) Computation of unrelated business
taxable income attributable to sale of ad-
vertising—(i) Excess advertising costs. If
the direct advertising costs of an ex-
empt organization periodical (deter-
mined under subparagraph (6)(ii) of this
paragraph) exceed gross advertising in-
come (determined under subparagraph
(3)(ii) of this paragraph), such excess
shall be allowable as a deduction in de-
termining unrelated business taxable
income from any unrelated trade or
business activity carried on by the or-
ganization.

(ii) Excess advertising income. If the
gross advertising income of an exempt
organization periodical exceeds direct
advertising costs, paragraph (d)(2) of
this section provides that items of de-
duction attributable to the production
and distribution of the readership con-
tent of an exempt organization peri-
odical shall qualify as items of deduc-
tion directly connected with unrelated
advertising activity in computing the
amount of unrelated business taxable
income derived from the advertising
activity to the extent that such items
exceed the income derived from or at-
tributable to such production and dis-
tribution, but only to the extent that
such items do not result in a loss from
such advertising activity. Further-
more, such items of deduction shall not
qualify as directly connected with such
advertising activity to the extent that
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their deduction would result in a loss
carryback or carryover with respect to
such advertising activity. Similarly,
such items of deduction shall not be
taken into account in computing unre-
lated business taxable income attrib-
utable to any unrelated trade or busi-
ness activity other than such adver-
tising activity. Thus:

(a) If the circulation income of the
periodical (determined under subpara-
graph (3)(iii) of this paragraph) equals
or exceeds the readership costs of such
periodical (determined under subpara-
graph (6)(iii) of this paragraph), the un-
related business taxable income attrib-
utable to the periodical is the excess of
the gross advertising income of the pe-
riodical over direct advertising costs;
but

(b) If the readership costs of an ex-
empt organization periodical exceed
the circulation income of the peri-
odical, the unrelated business taxable
income is the excess, if any, of the
total income attributable to the peri-
odical (determined under subparagraph
(3) of this paragraph) over the total pe-
riodical costs (as defined in subpara-
graph (6)(i) of this paragraph).

See subparagraph (7) of this paragraph
for rules relating to the consolidation
of two or more periodicals.

(iii) Examples. The application of this
paragraph may be illustrated by the
following examples. For purposes of
these examples it is assumed that the
production and distribution of the
readership content of the periodical is
related to the organization’s exempt
purpose.

Example 1. X, an exempt trade association,
publishes a single periodical which carries
advertising. During 1971, X realizes a total of
$40,000 from the sale of advertising in the pe-
riodical (gross advertising income) and
$60,000 from the sales of the periodical to
members and nonmembers (circulation in-
come). The total periodical costs are $90,000
of which $50,000 is directly connected with
the sale and publication of advertising (di-
rect advertising costs) and $40,000 is attrib-
utable to the production and distribution of
the readership content (readership costs).
Since the direct advertising costs of the peri-
odical ($50,000) exceed gross advertising in-
come ($40,000), pursuant to subdivision (i) of
this subparagraph, the unrelated business
taxable income attributable to advertising is
determined solely on the basis of the income

and deductions directly connected with the
production and sale of the advertising:
Gross advertising revenue ................................. $40,000
Direct advertising costs ..................................... (50,000)

Loss attributable to advertising .......................... (10,000)

X has realized a loss of $10,000 from its adver-
tising activity. This loss is an allowable de-
duction in computing X’s unrelated business
taxable income derived from any other unre-
lated trade or business activity.

Example 2. Assume the facts as stated in
example 1, except that the circulation in-
come of X periodical is $100,000 instead of
$60,000, and that of the total periodical costs,
$25,000 are direct advertising costs, and
$65,000 are readership costs. Since the cir-
culation income ($100,000) exceeds the total
readership costs ($65,000), pursuant to sub-
division (ii)(a) of this subparagraph the unre-
lated business taxable income attributable
to the advertising activity is $15,000, the ex-
cess of gross advertising income ($40,000)
over direct advertising costs ($25,000).

Example 3. Assume the facts as stated in
example 1, except that of the total periodical
costs, $20,000 are direct advertising costs and
$70,000 are readership costs. Since the reader-
ship costs of the periodical ($70,000), exceed
the circulation income ($60,000), pursuant to
subdivision (ii) (b) of this subparagraph the
unrelated business taxable income attrib-
utable to advertising is the excess of the
total income attributable to the periodical
over the total periodical costs. Thus, X has
unrelated business taxable income attrib-
utable to the advertising activity of $10,000
($100,000 total income attributable to the pe-
riodical less $90,000 total periodical costs).

Example 4. Assume the facts as stated in
example 1, except that the total periodical
costs are $120,000 of which $30,000 are direct
advertising costs and $90,000 are readership
costs. Since the readership costs of the peri-
odical ($90,000), exceed the circulation in-
come ($60,000), pursuant to subdivision (ii) (b)
of this subparagraph the unrelated business
taxable income attributable to advertising is
the excess, if any, of the total income attrib-
utable to the periodical over the total peri-
odical costs. Since the total income of the
periodical ($100,000) does not exceed the total
periodical costs ($120,000), X has not derived
any unrelated business taxable income from
the advertising activity. Further, only
$70,000 of the $90,000 of readership costs may
be deducted in computing unrelated business
taxable income since as provided in subdivi-
sion (ii) of this subparagraph, such costs may
be deducted, to the extent they exceed cir-
culation income, only to the extent they do
not result in a loss from the advertising ac-
tivity. Thus, there is no loss from such activ-
ity, and no amount may be deducted on this
account in computing X’s unrelated trade or
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business income derived from any other un-
related trade or business activity.

(3) Income attributable to exempt orga-
nization periodicals—(i) In general. For
purposes of this paragraph the total in-
come attributable to an exempt organi-
zation periodical is the sum of its gross
advertising income and its circulation
income.

(ii) Gross advertising income. The term
gross advertising income means all
amounts derived from the unrelated
advertising activities of an exempt or-
ganization periodical (or for purposes
of this paragraph in the case of a tax-
able organization, all amounts derived
from the advertising activities of the
taxable organization).

(iii) Circulation income. The term cir-
culation income means the income at-
tributable to the production, distribu-
tion or circulation of a periodical
(other than gross advertising income)
including all amounts realized from or
attributable to the sale or distribution
of the readership content of the peri-
odical, such as amounts realized from
charges made for reprinting or repub-
lishing articles and special items in the
periodical and amounts realized from
sales of back issues. Where the right to
receive an exempt organization peri-
odical is associated with membership
or similar status in such organization
for which dues, fees or other charges
are received (hereinafter referred to as
membership receipts), circulation income
includes the portion of such member-
ship receipts allocable to the periodical
(hereinafter referred to as allocable
membership receipts). Allocable member-
ship receipts is the amount which
would have been charged and paid if:

(a) The periodical was that of a tax-
able organization.

(b) The periodical was published for
profit, and

(c) The member was an unrelated
party dealing with the taxable organi-
zation at arm’s length.
See subparagraph (4) of this paragraph
for a discussion of the factors to be
considered in determining allocable
membership receipts of an exempt or-
ganization periodical under the stand-
ard described in the preceding sen-
tence.

(4) Allocable membership receipts. The
allocable membership receipts of an ex-

empt organization periodical shall be
determined in accordance with the fol-
lowing rules:

(i) Subscription price charged to non-
members. If 20 percent or more of the
total circulation of a periodical consist
of sales to nonmembers, the subscrip-
tion price charged to such nonmembers
shall determine the price of the peri-
odical for purposes of allocating mem-
bership receipts to the periodical.

(ii) Subscription price to nonmembers. If
paragraph (f)(4)(i) of this section does
not apply and if the membership dues
from 20 percent or more of the mem-
bers of an exempt organization are less
than those received from the other
members because the former members
do not receive the periodical, the
amount of the reduction in member-
ship dues for a member not receiving
the periodical shall determine the price
of the periodical for purposes of allo-
cating membership receipts to the peri-
odical.

(iii) Pro rata allocation of membership
receipts. Since it may generally be as-
sumed that membership receipts and
gross advertising income are equally
available for all the exempt activities
(including the periodical) of the organi-
zation, the share of membership re-
ceipts allocated to the periodical,
where paragraphs (f)(4) (i) and (ii) of
this section do not apply, shall be an
amount equal to the organization’s
membership receipts multiplied by a
fraction the numerator of which is the
total periodical costs and the denomi-
nator of which is such costs plus the
cost of other exempt activities of the
organization. For example, assume
that an exempt organization has total
periodical costs of $30,000 and other ex-
empt costs of $70,000. Further assume
that the membership receipts of the or-
ganization are $60,000 and that para-
graphs (f)(4) (i) and (ii) of this section
do not apply. Under these cir-
cumstances $18,000 ($60,000 times
$30,000/$100,000) is allocated to the peri-
odical’s circulation income.

(5) Examples. The rules set forth in
paragraph (f)(4) of this section may be
illustrated by the following examples.
For purposes of these examples it is as-
sumed that the exempt organization
periodical contains advertising, and
that the production and distribution of
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the readership content of the periodical
is related to the organization’s exempt
purpose.

Example 1. U is an exempt scientific organi-
zation with 10,000 members who pay annual
dues of $15 per year. One of U’s activities is
the publication of a monthly periodical
which is distributed to all of its members. U
also distributes 5,000 additional copies of its
periodical to nonmember subscribers at a
cost of $10 per year. Pursuant to paragraph
(f)(4)(i) of this section, since the nonmember
circulation of U’s periodical represents 331⁄3
percent of its total circulation the subscrip-
tion price charged to nonmembers will be
used to determine the portion of U’s mem-
bership receipts allocable to the periodical.
Thus, U’s allocable membership receipts will
be $100,000 ($10 times 10,000 members), and
U’s total circulation income for the peri-
odical will be $150,000 ($100,000 from members
plus $50,000 from sales to nonmembers).

Example 2. Assume the facts as stated in
example 1, except that U sells only 500 copies
of its periodical to nonmembers, at a price of
$10 per year. Assume further that U’s mem-
bers may elect not to receive the periodical,
in which case their annual dues are reduced
from $15 per year to $6 per year, and that
only 3,000 members elect to receive the peri-
odical and pay the full dues of $15 per year.
U’s stated subscription price to members of
$9 consistently results in an excess of total
income (including gross advertising income)
attributable to the periodical over total
costs of the periodical. Since the 500 copies
of the periodical distributed to nonmembers
represents only 14 percent of the 3,500 copies
distributed, pursuant to paragraph (f)(4)(i) of
this section, the $10 subscription price
charged to nonmembers will not be used in
determining the portion of membership re-
ceipts allocable to the periodical. On the
other hand, since 70 percent of the members
elect not to receive the periodical and pay $9
less per year in dues, pursuant to paragraph
(f)(4)(ii) of this section, such $9 price will be
used in determining the subscription price
charged to members. Thus, the allocable
membership receipts will be $9 per member,
or $27,000 ($9 times 3,000 copies) and U’s total
circulation income will be $32,000 ($27,000
plus $5,000).

Example 3. (a) W, an exempt trade associa-
tion, has 800 members who pay annual dues
of $50 per year. W publishes a monthly jour-
nal the editorial content and advertising of
which are directed to the business interests
of its own members. The journal is distrib-
uted to all of W’s members and no receipts
are derived from nonmembers.

(b) W has total receipts of $100,000 of which
$40,000 ($50 x 800) are membership receipts
and $60,000 are gross advertising income. W’s
total costs for the journal and other exempt
activities is $100,000. W has total periodical

costs of $76,000 of which $41,000 are direct ad-
vertising costs and $35,000 are readership
costs.

(c) Paragraph (f)(4)(i) of this section will
not apply since no copies are available to
nonmembers. Therefore, the allocation of
membership receipts shall be made in ac-
cordance with paragraph (f)(4)(iii) of this sec-
tion. Based upon pro rata allocation of mem-
bership receipts (40,000) by a fraction the nu-
merator of which is total periodical costs
($76,000) and the denominator of which is the
total costs of the journal and the other ex-
empt activities ($100,000), $30,400 ($76,000/
$100,000 times $40,000) of membership receipts
is circulation income.

(6) Deductions attributable to exempt
organization periodicals—(i) In general.
For purposes of this paragraph the
term total periodical costs means the
total deductions attributable to the pe-
riodical. For purposes of this paragraph
the total periodical costs of an exempt
organization periodical are the sum of
the direct advertising costs of the peri-
odical (determined under subdivision
(ii) of this subparagraph) and the read-
ership costs of the periodical (deter-
mined under subdivision (iii) of this
subparagraph). Items of deduction
properly attributable to exempt activi-
ties other than the publication of an
exempt organization periodical may
not be allocated to such periodical.
Where items are attributable both to
an exempt organization periodical and
to other activities of an exempt organi-
zation, the allocation of such items
must be made on a reasonable basis
which fairly reflects the portion of
such item properly attributable to each
such activity. The method of allocation
will vary with the nature of the item,
but once adopted, a reasonable method
of allocation with respect to an item
must be used consistently. Thus, for
example, salaries may generally be al-
located among various activities on the
basis of the time devoted to each activ-
ity; occupancy costs such as rent, heat
and electricity may be allocated on the
basis of the portion of space devoted to
each activity; and depreciation may be
allocated on the basis of space occupied
and the portion of the particular asset
utilized in each activity. Allocations
based on dollar receipts from various
exempt activities will generally not be
reasonable since such receipts are usu-
ally not an accurate reflection of the
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costs associated with activities carried
on by exempt organizations.

(ii) Direct advertising costs. (a) The di-
rect advertising costs of an exempt or-
ganization periodical include all ex-
penses, depreciation, and similar items
of deduction which are directly con-
nected with the sale and publication of
advertising as determined in accord-
ance with paragraphs (a), (b), and (c) of
this section. These items are allowable
as deductions in the computation of
unrelated business income of the orga-
nization for the taxable year to the ex-
tent they meet the requirements of
section 162, section 167, or other rel-
evant provisions of the Code. The items
allowable as deductions under this sub-
division do not include any items of de-
duction attributable to the production
or distribution of the readership con-
tent of the periodical.

(b) The items allowable as deductions
under this subdivision would include
agency commissions and other direct
selling costs, such as transportation
and travel expenses, office salaries,
promotion and research expenses, and
direct office overhead directly con-
nected with the sale of advertising lin-
eage in the periodical. Also included
would be other items of deduction com-
monly classified as advertising costs
under standard account classification,
such as art work and copy preparation,
telephone, telegraph, postage, and
similar costs directly connected with
advertising.

(c) In addition to the items of deduc-
tion normally included in standard ac-
count classifications relating to adver-
tising costs, it is also necessary to as-
certain the portion of mechanical and
distribution costs attributable to ad-
vertising lineage. For this purpose, the
general account classifications of
items includible in mechanical and dis-
tribution costs ordinarily employed in
business-paper and consumer publica-
tion accounting provide a guide for the
computation. Thus, the mechanical
and distribution costs in such cases
would include the portion of the costs
and other expenses of composition,
presswork, binding, mailing (including
paper and wrappers used for mailing),
and the bulk postage attributable to
the advertising lineage of the publica-
tion. The portion of mechanical and

distribution costs attributable to ad-
vertising lineage of the periodical will
be determined on the basis of the ratio
of advertising lineage to total lineage
of the periodical, and the application of
that ratio to the total mechanical and
distribution costs of the periodical,
where records are not kept in such a
manner as to reflect more accurately
the allocation of mechanical and dis-
tributions costs to advertising lineage
of the periodical, and where there is no
factor in the character of the peri-
odical to indicate that such an alloca-
tion would be unreasonable.

(iii) Readership costs. The readership
costs of an exempt organization peri-
odical include expenses, depreciation
or similar items which are directly
connected with the production and dis-
tribution of the readership content of
the periodical and which would other-
wise be allowable as deductions in de-
termining unrelated business taxable
income under section 512 and the regu-
lations thereunder if such production
and distribution constituted an unre-
lated trade or business activity. Thus,
readership costs include all the items
of deduction attributable to an exempt
organization periodical which are not
allocated to direct advertising costs
under subdivision (ii) of this subpara-
graph, including the portion of such
items attributable to the readership
content of the periodical, as opposed to
the advertising content, and the por-
tion of mechanical and distribution
costs which is not attributable to ad-
vertising lineage in the periodical.

(7) Consolidation—(i) In general. Where
an exempt organization subject to un-
related business income tax under sec-
tion 511 publishes two or more periodi-
cals for the production of income, it
may treat the gross income from all
(but not less than all) of such periodi-
cals and the items of deduction di-
rectly connected with such periodicals
(including readership costs of such
periodicals), on a consolidated basis as
if such periodicals were one periodical
in determining the amount of unre-
lated business taxable income derived
from the sale of advertising in such pe-
riodical. Such treatment must, how-
ever, be followed consistently and once
adopted shall be binding unless the
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consent of the Commissioner is ob-
tained as provided in sections 446(e)
and § 1.446–1(e).

(ii) Production of income. For purposes
of this subparagraph, an exempt orga-
nization periodical is published for the
production of income if:

(a) The organization generally re-
ceives gross advertising income from
the periodical equal to at least 25 per-
cent of the readership costs of such pe-
riodical, and

(b) The publication of such periodical
is an activity engaged in for profit.
For purposes of the preceding sentence,
the determination whether the publica-
tion of a periodical is an activity en-
gaged in for profit is to be made by ref-
erence to objective standards taking
into account all the facts and cir-
cumstances involved in each case. The
facts and circumstances must indicate
that the organization carries on the ac-
tivity with the objective that the pub-
lication of the periodical will result in
economic profit (without regard to tax
consequences), although not nec-
essarily in a particular year. Thus, an
exempt organization periodical may be
treated as having been published with
such an objective even though in a par-
ticular year its total periodical costs
exceed its total income. Similarly, if
an exempt organization begins pub-
lishing a new periodical, the fact that
the total periodical costs exceed the
total income for the startup years be-
cause of a lack of advertising sales does
not mean that the periodical was pub-
lished without an objective of eco-
nomic profit. The organization may es-
tablish that the activity was carried on
with such an objective. This might be
established by showing, for example,
that there is a reasonable expectation
that the total income, by reason of an
increase in advertising sales, will ex-
ceed costs within a reasonable time.
See § 1.183–2 for additional factors bear-
ing on this determination.

(iii) Example. This subparagraph may
be illustrated by the following exam-
ple:

Example. Y, an exempt trade association,
publishes three periodicals which it distrib-
utes to its members: a weekly newsletter, a
monthly magazine, and quarterly journal.
Both the monthly magazine and the quar-
terly journal contain advertising which ac-

counts for gross advertising income equal to
more than 25 percent of their respective
readership costs. Similarly, the total income
attributable to each such periodical has ex-
ceeded the total deductions attributable to
each such periodical for substantially all the
years they have been published. The news-
letter carries no advertising and its annual
subscription price is not intended to cover
the cost of publication. The newsletter is a
service of Y distributed to all of its members
in an effort to keep them informed of
changes occurring in the business world and
is not engaged in for profit. Under these cir-
cumstances, Y may consolidate the income
and deductions from the monthly and quar-
terly journals in computing its unrelated
business taxable income, but may not con-
solidate the income and deductions attrib-
utable to the publication of the newsletter
with the income and deductions of its other
periodicals since the newsletter is not pub-
lished for the production of income.

(g) Foreign organizations—(1) In gen-
eral. The unrelated business taxable in-
come of a foreign organization exempt
from taxation under section 501(a) con-
sists of:

(i) The organization’s unrelated busi-
ness taxable income which is derived
from sources within the United States
but which is not effectively connected
with the conduct of a trade or business
within the United States, plus

(ii) The organization’s unrelated
business taxable income effectively
connected with the conduct of a trade
or business within the United States
(whether or not such income is derived
from sources within the United States).

To determine whether income realized
by a foreign organization is derived
from sources within the United States
or is effectively connected with the
conduct of a trade or business within
the United States, see part 1, sub-
chapter N, chapter 1 of the Code (sec-
tion 861 and following) and the regula-
tions thereunder.

(2) Effective dates. Subparagraph (1) of
this paragraph applies to taxable years
beginning after December 31, 1969. For
taxable years beginning on or before
December 31, 1969, the unrelated busi-
ness taxable income of a foreign orga-
nization exempt from taxation under
section 501(a) consists of the organiza-
tion’s unrelated business taxable in-
come which:
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(i) For taxable years beginning after
December 31, 1966, is effectively con-
nected with the conduct of a trade or
business within the United States,
whether or not such income is derived
from sources within the United States;

(ii) For taxable years beginning on or
before December 31, 1966, is derived
from sources within the United States.

(h) Effective date. Paragraphs (a)
through (f) of this section are applica-
ble with respect to taxable years begin-
ning after December 12, 1967. However,
if a taxpayer wishes to rely on the
rules stated therein for taxable years
beginning before December 13, 1967, he
may do so.

[T.D. 7392, 40 FR 58638, Dec. 18, 1975, as
amended by T.D. 7438, 41 FR 44392, Oct. 8,
1976; T.D. 7935, 49 FR 1694, Jan. 13, 1984]

§ 1.512(a)–2 Definition applicable to
taxable years beginning before De-
cember 13, 1967.

(a) In general. The unrelated business
taxable income which is subject to the
tax imposed by section 511 is the gross
income, derived by any organization to
which section 511 applies, from any un-
related trade or business regularly car-
ried on by it, less the deductions al-
lowed by chapter 1 of the Code which
are directly connected with the car-
rying on of such trade or business, sub-
ject to certain exceptions, additions,
and limitations referred to below. In
the case of an organization which regu-
larly carries on two or more unrelated
businesses, its unrelated business tax-
able income is the aggregate of its
gross income from all such unrelated
businesses, less the aggregate of the de-
ductions allowed with respect to all
such unrelated businesses. For provi-
sions generally applicable to the unre-
lated business tax, see § 1.511–3, and for
rules applicable to the determination
of the adjusted basis of property, see
paragraph (a)(2) of § 1.514(a)–1.

(b) Effective date. Except as provided
in paragraph (f) of § 1.512(a)–1, this sec-
tion is applicable with respect to tax-
able years beginning before December
13, 1967.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6939, 32 FR 17660, Dec. 12,
1967]

§ 1.512(a)–3 [Reserved]

§ 1.512(a)–4 Special rules applicable to
war veterans organizations.

(a) In general. For taxable years be-
ginning after December 31, 1969, this
section provides special rules for the
determination of the unrelated busi-
ness taxable income of an organization
described in section 501(c)(19). In gen-
eral, the rules contained in sections 511
through 514 which are applicable to any
organization listed in section 501(c)
apply in determining the unrelated
business taxable income of an organiza-
tion described in section 501(c)(19).
However, that amount which is paid by
members to the organization for the
purpose described in paragraph (b)(1) of
this section, if set aside from other or-
ganizational monies and accounts in an
insurance set aside, may be excluded
from the unrelated business taxable in-
come of the organization. The insur-
ance set aside shall be used exclusively
for providing insurance benefits, for
the purposes specified in section
170(c)(4) of the Code, for the reasonable
costs of administering the insurance
program that are directly related to
such set aside, or for the reasonable
costs of distributing funds for section
170(c)(4) purposes. If an amount so set
aside is used for any purposes other
than those described in the preceding
sentence, it shall be included in unre-
lated business taxable income without
regard to any modifications provided
by section 512(b), in the taxable year in
which it is withdrawn from such set
aside. Amounts will be considered to
have been withdrawn from an insur-
ance set aside if they are used in any
manner inconsistent with providing in-
surance benefits, paying the reasonable
costs of administering the insurance
program for section 170(c)(4) purposes
and for costs of distributing funds for
section 170(c)(4) purposes. An example
of a use of funds which would be con-
sidered a withdrawal would be the use
of such funds as security for a loan.

(b) Insurance set aside—(1) Purpose of
payments by members. Payments by
members (including commissions on
such payments earned by the set aside
as agent for an insurance company)
into an insurance set aside must be for
the sole purpose of obtaining life, sick,
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accident or health insurance benefits
from the organization or for the rea-
sonable costs of administration of the
insurance program, except that such
purpose is not violated when excess
funds from an experience gain are uti-
lized for those purposes specified in
section 170(c)(4) or the reasonable costs
of distributing funds for such purposes.
Funds for any other purpose may not
be set aside in the insurance set aside.

(2) Income from set aside. In addition
to the payments by members described
in paragraph (b)(1) of this section, only
income from amounts in the insurance
set aside (including commissions
earned as agent for an insurance com-
pany) may be so set aside. Moreover
unless such income is used for pro-
viding insurance benefits, for those
purposes specified in section 170(c)(4),
or for reasonable costs of administra-
tion, such income must be set aside
within the period described in para-
graph (b)(3) of this section in order to
avoid being included as an item of un-
related business taxable income under
section 512(a)(4).

(3) Time within which income must be
set aside. Income from amounts in the
insurance set aside generally must be
set aside in the taxable year in which
it would be includible in gross income
but for this section. However, income
set aside on or before the date pre-
scribed for filing the organization’s re-
turn of unrelated business taxable in-
come (whether or not it had such in-
come) for the taxable year (including
any extension of time) may, at the
election of the organization, be treated
as having been set aside in such tax-
able year.

(4) Computation of income from set
aside. Income from amounts in the in-
surance set aside shall consist solely of
items of investment income from, and
other gains derived from dealings in,
property in the set aside. The deduc-
tions allowed against such items of in-
come or other gains are those amounts
which are related to the production of
such income or other gains. Only the
amounts of income or other gain which
are in excess of such deductions may be
set aside in the insurance set aside.

(5) Requirements for set aside. An
amount is not properly set aside if the
organization commingles it with any

amount which is not to be set aside.
However, adequate records describing
the amount set aside and indicating
that it is to be used for the designated
purpose are sufficient. Amounts that
are set aside need not be permanently
committed to such use either under
state law or by contract. Thus, for ex-
ample, it is not necessary that the or-
ganization place these funds in an ir-
revocable trust. Although set aside in-
come may be accumulated, any accu-
mulation which is unreasonable in
amount or duration is evidence that
the income was not accumulated for
the purposes set forth. For purposes of
the preceding sentence, accumulations
which are reasonably necessary for the
purpose of providing life, sick, health,
or accident insurance benefits on the
basis of recognized mortality or mor-
bidity tables and assumed rates of in-
terest under an actuarially acceptable
method would not be unreasonable
even though such accumulations are
quite large and the time between the
receipt by the organization of such
amounts and the date of payment of
the benefits is quite long. For example,
an accumulation of income for 20 years
or longer which is determined to be
reasonable necessary to pay life insur-
ance benefits to members, their de-
pendents or designated beneficiaries,
generally would not be an unreasonable
accumulation. Income which has been
set aside may be invested, pending the
action contemplated by the set aside,
without being regarded as having been
used for other purposes.

[T.D. 7438, 41 FR 44393, Oct. 8, 1976]

§ 1.512(a)–5T Questions and answers
relating to the unrelated business
taxable income of organizations de-
scribed in paragraphs (9), (17) or
(20) of Section 501(c) (temporary).

Q–1: What does section 512(a)(3), as amend-
ed by the Tax Reform Act of 1984 (Act), pro-
vide with respect to organizations described
in paragraphs (9), (17) or (20) of section
501(c)?

A–1: In general, section 512(a)(3), as amend-
ed by section 511 of the Act, extends the
rules for determining the unrelated business
income tax of voluntary employees’ bene-
ficiary associations (VEBAs) to supple-
mental unemployment compensation benefit
trusts (SUBs) and group legal service organi-
zations (GLSOs). The section also restricts
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the amount of income that may be set aside
by such organizations for exempt purposes.

Q–2: What is the effective date of the
amendments to section 512(a)(3)?

A–2: The amendments to section 512(a)(3)
will apply to income earned by VEBAs, SUBs
or GLSOs after December 31, 1985, in the tax-
able years of such organizations ending after
such date. For purposes of applying section
512(a)(3) to the first taxable year of such an
organization ending after December 31, 1985,
the income of the VEBA, SUB or GLSO
earned after December 31, 1985, will be deter-
mined by allocating the total income earned
for such taxable year on the basis of the cal-
endar year 1985 and 1986 months in such tax-
able year. However, if a VEBA, SUB or GLSO
is part of a plan that is maintained pursuant
to one or more collective bargaining agree-
ments (a) between employee representatives
and one or more employers, and (b) which
are in effect on July 1, 1985 (or ratified on or
before that date), the amendments do not
apply to income earned in a taxable year of
a VEBA, SUB or GLSO beginning before the
termination of the last of the collective bar-
gaining agreements pursuant to which the
plan is maintained (determined without re-
gard to any extension of the contract agreed
to after July 1, 1985). For purposes of the pre-
ceding sentence, any plan amendment made
pursuant to a collective bargaining agree-
ment relating to the plan which amends the
plan solely to conform to any requirement
added under section 511 of the Tax Reform
Act 1984 (i.e., requirements under section 419,
419A, 512(a)(3)(E), and 4976) shall not be treat-
ed as a termination of such collective bar-
gaining agreements.

Q–3: What amount of income may a VEBA,
SUB or GLSO set aside for exempt purposes?

A–3: (a) Pursuant to section 512(a)(3)(E)(i),
the amounts set aside in a VEBA, SUB, or
GLSO (including a VEBA, SUB, or GLSO
that is part of a 10 or more employer plan, as
defined in section 419A(f)(6)(B)) as of the
close of a taxable year of such VEBA, SUB,
or GLSO to provide for the payment of life,
sick, accident, or other benefits may not be
taken into account for purposes of deter-
mining exempt function income to the extent
that such amounts exceed the qualified asset
account limit, determined under sections
419A(c) and 419A(f)(7), for such taxable year
of the VEBA, SUB, or GLSO. In calculating
the qualified asset account limit for this pur-
pose, a reserve for post-retirement medical
benefits under section 419A(c)(2)(A) is not to
be taken into account.

(b) The exempt function income of a
VEBA, SUB, or GLSO for a taxable year of
such an organization, under section
512(a)(3)(B), includes: (1) Certain amounts
paid by members of the VEBA, SUB, or
GLSO within the meaning of the first sen-
tence of section 512(a)(3)(B) (member contribu-
tions); and (2) other income of the VEBA,

SUB, or GLSO (including earnings on mem-
ber contributions) that is set aside for the
payment of life, sick, accident, or other ben-
efits to the extent that the total amount set
aside in the VEBA, SUB or GLSO as of the
close of the taxable year for any purpose (in-
cluding member contributions and other in-
come set aside in the VEBA, SUB, or GLSO
as of the close of the year) does not exceed
the qualified asset account limit for such
taxable year of the organization. For pur-
poses of section 512(c)(3)(B), member con-
tributions include both employee contribu-
tions and employer contributions to the
VEBA, SUB, or GLSO. In calculating the
total amount set aside in a VEBA, SUB, or
GLSO as of the close of a taxable year, cer-
tain assets with useful lives extending sub-
stantially beyond the end of the taxable year
(e.g., buildings, and licenses) are not to be
taken into account to the extent they are
used in the provision of life, sick, accident,
or other benefits. For example, cash and se-
curities (and similar investments) held by a
VEBA, SUB or GLSO are not disregarded in
calculating the total amount set aside for
this purpose because they are used to pay
welfare benefits, rather than merely used in
the provision of such benefits. Accordingly,
the unrelated business taxable income of a
VEBA, SUB, or GLSO for a taxable year of
such an organization generally will equal the
lesser of two amounts: the income of the
VEBA, SUB, or GLSO for the taxable year
(excluding member contributions); or, the
excess of the total amount set aside as of the
close of the taxable year (including member
contributions, and excluding certain assets
with a useful life extending substantially be-
yond the end of the taxable year to the ex-
tent they are used in the provision of welfare
benefits) over the qualified asset account
limit (calculated without regard to the oth-
erwise permitted reserve for post-retirement
medical benefits) for the taxable year. See
§ 1.419A–2T for special rules relating to col-
lectively bargained welfare benefit funds.

(c) The income of a VEBA, SUB, or GLSO
for any taxable year includes gain realized
by the organization on the sale or disposi-
tion of any asset during such year. The gain
realized by a VEBA, SUB, or GLSO on the
sale or disposition of an asset is equal to the
amount realized by the organization over the
basis of such asset (in the hands of the orga-
nization), reduced by any qualified direct
costs attributable to such asset (under para-
graphs (b), (c), and (d) of Q&A–6 of § 1.419–1T).

Q–4: What transition rules apply to existing
reserves for post-retirement medical or life insur-
ance benefits?

A–4: (a) Section 512(a)(3)(E)(iii)(I) provides
that income that is either directly or indi-
rectly attributable to existing reserves for
post-retirement medical or life insurance bene-
fits will not be treated as unrelated business
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taxable income. An existing reserve for post-re-
tirement medical or life insurance benefits (as
defined in section 512(a)(3)(E)(iii)(II)) is the
total amount of assets actually set aside in
a VEBA, SUB, or GLSO on July 18, 1984 (cal-
culated in the manner set forth in Q&A–3 of
the regulation, and adjusted under paragraph
(c) of Q&A–11 of § 1.419–1T), reduced by em-
ployer contributions to the fund on or before
such date to the extent such contributions
are not deductible for the taxable year of the
employer containing July 18, 1984, and for
any prior taxable year of the employer, for
purposes of providing such post-retirement
benefits. For purposes of the preceding sen-
tence only, an amount that was not actually
set aside on July 18, 1984, will be treated as
having been actually set aside on such date
if (1) such amount was incurred by the em-
ployer (without regard to section 461(h)) as
of the close of the last taxable year of the
VEBA, SUB, or GLSO ending before July 18,
1984, and (2) such amount was actually con-
tributed to the VEBA, SUB, or GLSO within
81⁄2 months following the close of such tax-
able year.

(b) In addition, section 512(a)(3)(E)(iii)(I)
applies to existing reserves for such post-re-
tirement benefits only to the extent that
such existing reserves do not exceed the
amount that could be accumulated under the
principles set forth in Revenue Rulings 69–
382, 1969–2, C.B. 28; 69–478, 1969–2 C.B. 29; and
73–599, 1973–2 C.B. 40. Thus, amounts attrib-
utable to such excess existing reserves are not
within this transition rule eventhough they
were actually set aside on July 18, 1984.

(c) All post-retirement medical or life in-
surance benefits (or other benefits to the ex-
tent paid with amounts set aside to provide
post-retirement medical or life insurance
benefits) provided after July 18, 1984 (wheth-
er or not the employer has maintained a re-
serve or fund for such benefits) are to be
charged, first, against the existing reserves
within this transition rule (including
amounts attributable to existing reserves
within this transition rule) for post-retire-
ment medical benefits or for post-retirement
life insurance benefits (as the case may be)
and, second, against all other amounts. For
this purpose, the qualified direct cost of an
asset with a useful life extending substan-
tially beyond the end of the taxable year (as
determined under Q&A–6 of § 1.419–1T) will be
treated as a benefit provided and thus
charged against the existing reserve based on
the extent to which such asset is used in the
provision of post-retirement medical benefits
or post-retirement life insurance benefits (as
the case may be). All plans of an employer
providing post-retirement medical benefits
are to be treated as one plan for purposes of
section 512(a)(3)(E)(iii)(III), and all plans of
an employer providing post-retirement life
insurance benefits are to be treated as one

plan for purposes of section
512(a)(3)(E)(iii)(III).

(d) In calculating the unrelated business
taxable income of a VEBA, SUB, or GLSO for
a taxable year of such organization, the total
income of the VEBA, SUB, or GLSO for the
taxable year is reduced by the income attrib-
utable to existing reserves within the transi-
tion rule before such income is compared to
the excess of the total amount set aside as of
the close of the taxable year over the quali-
fied asset account limit for the taxable year.
Thus, for example, assume that the total in-
come of a VEBA for a taxable year is $1,000,
and that the excess of the total amount of
the VEBA set aside as of the close of the tax-
able year over the applicable qualified asset
account limit is $600. Assume also that of the
$1,000 of total income, $500 is attributable to
existing reserves within the transition rule of
section 512(a)(3)(E)(iii)(I). The unrelated
business income of this VEBA for the taxable
year is equal to the lesser of the following
two amounts: (1) the total income of the
VEBA for the taxable year ($1,000), reduced
to the extent that such income is attrib-
utable to existing reserves within the transi-
tion rule ($500); or (2) the excess of the total
amount set aside as of the close of the tax-
able year over the applicable qualified asset
account limit ($600). Thus, the unrelated
business income of this VEBA for the taxable
year is $500.

[T.D. 8073, 51 FR 4332, Feb. 4, 1986; 51 FR 7262,
Mar. 3, 1986; 51 FR 11303, April 2, 1986]

§ 1.512(b)–1 Modifications.

Whether a particular item of income
falls within any of the modifications
provided in section 512(b) shall be de-
termined by all the facts and cir-
cumstances of each case. For example,
if a payment termed rent by the parties
is in fact a return of profits by a person
operating the property for the benefit
of the tax-exempt organization or is a
share of the profits retained by such
organization as a partner or joint ven-
turer, such payment is not within the
modification for rents. The modifica-
tions provided in section 512(b) are as
follows:

(a) Certain Investment Income—(1) In
general. Dividends, interest, payments
with respect to securities loans (as de-
fined in section 512(a)(5)), annuities, in-
come from notional principal contracts
(as defined in Treasury Regulations 26
CFR 1.863–7 or regulations issued under
section 446), other substantially simi-
lar income from ordinary and routine
investments to the extent determined
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by the Commissioner, and all deduc-
tions directly connected with any of
the foregoing items of income shall be
excluded in computing unrelated busi-
ness taxable income.

(2) Limitations. The exclusions under
paragraph (a)(1) of this section do not
apply to income derived from and de-
ductions in connection with debt-fi-
nanced property (as defined in section
514(b)). Moreover, the exclusions under
paragraph (a)(1) of this section do not
apply to gains or losses from the sale,
exchange, or other disposition of any
property, or to gains or losses from the
lapse or termination of options to buy
or sell securities. For rules regarding
the treatment of these gains and
losses, see section 512(b)(5) and
§ 1.512(b)–1(d). Furthermore, the exclu-
sions under paragraph (a)(1) of this sec-
tion do not apply to interest and annu-
ities derived from and deductions in
connection with controlled organiza-
tions. For rules regarding the treat-
ment of such amounts, see section
512(b)(13) and § 1.512(b)–1(l). Finally, the
exclusions under paragraph (a)(1) of
this section of income from notional
principal contracts and income that
the Commissioner determines to be
substantially similar income from or-
dinary and routine investments do not
apply to income earned by brokers or
dealers (including organizations that
make a market in derivative financial
products, as described in Treasury Reg-
ulations 26 CFR 1.954–2T(a)(4)(iii)(B)).

(3) Effective dates. The effective dates
of the rules of paragraphs (a)(1) and
(a)(2) of this section that were in effect
prior to August 30, 1991, remain the
same. The exclusion under paragraph
(a)(1) of this section of income from no-
tional principal contracts is effective
for amounts received after August 30,
1991. However, an organization may
apply the exclusion under paragraph
(a)(1) of this section of income from no-
tional principal contracts prior to that
date, provided that such amounts are
treated consistently for all open tax-
able years. Unless otherwise provided
by the Commissioner, the exclusion
under paragraph (a)(1) of this section of
income that the Commissioner deter-
mines to be substantially similar in-
come from ordinary and routine invest-
ments is effective for amounts received

after the date of the Commissioner’s
determination.

(b) Royalties. Royalties, including
overriding royalties, and all deductions
directly connected with such income
shall be excluded in computing unre-
lated business taxable income. How-
ever, for taxable years beginning after
December 31, 1969, certain royalties
from and certain deductions in connec-
tion with either, debt-financed prop-
erty (as defined in section 514(b)) or
controlled organizations (as defined in
paragraph (l) of this section) shall be
included in computing unrelated busi-
ness taxable income. Mineral royalties
shall be excluded whether measured by
production or by gross or taxable in-
come from the mineral property. How-
ever, where an organization owns a
working interest in a mineral property,
and is not relieved of its share of the
development costs by the terms of any
agreement with an operator, income
received from such an interest shall
not be excluded. To the extent not
treated as a loan under section 636,
payments in discharge of mineral pro-
duction payments shall be treated in
the same manner as royalty payments
for the purpose of computing unrelated
business taxable income. To the extent
treated as a loan under section 636, the
amount of any payment in discharge of
a production payment which is the
equivalent of interest shall be treated
as interest for purposes of section
512(b)(1) and paragraph (a) of this sec-
tion.

(c) Rents—(1) Taxable years beginning
before January 1, 1970. For taxable years
beginning before January 1, 1970, rents
from real property (including personal
property leased with the real property)
and the deductions directly connected
therewith shall be excluded in com-
puting unrelated business taxable in-
come, except that certain rents from,
and certain deductions in connection
with, a business lease (as defined in
section 514(f)) shall be included in com-
puting unrelated business taxable in-
come. See subparagraph (5) of this
paragraph for rules governing amounts
received for the rendering of services.

(2) Taxable years beginning after De-
cember 31, 1969—(i) In general. For tax-
able years beginning after December 31,
1969, except as provided in subdivision
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(iii) of this subparagraph, rents from
property described in subdivision (ii) of
this subparagraph, and the deductions
directly connected therewith, shall be
excluded in computing unrelated busi-
ness taxable income. However, not-
withstanding subdivision (ii) of this
subparagraph, certain rents from and
certain deductions in connection with
either debt-financed property (as de-
fined in section 514(b)) or property
rented to controlled organizations (as
defined in paragraph (l) of this section)
shall be included in computing unre-
lated business taxable income.

(ii) Excluded rents. The rents which
are excluded from unrelated business
income under section 512(b)(3)(A) and
this paragraph are:

(a) Real property. All rents from real
property; and

(b) Personal property. All rents from
personal property leased with real
property if the rents attributable to
such personal property are an inci-
dental amount of the total rents re-
ceived or accrued under the lease, de-
termined at the time sonal property
are an incidental amount service by
the lessee.
For purposes of the preceding sentence,
rents attributable to personal property
generally are not an incidental amount
of the total rents if such rents exceed
10 percent of the total rents from all
the property leased. For example, if the
rents attributable to the personal prop-
erty leased are determined to be $3,000
per year, and the total rents from all
property leased are $10,000 per year,
then such $3,000 amount is not to be ex-
cluded from the computation of unre-
lated business taxable income by oper-
ation of section 512(b)(3)(A)(ii) and this
paragraph, since such amount is not an
incidental portion of the total rents.

(iii) Exception. Subdivision (ii) of this
subparagraph shall not apply, if either:

(a) Excess personal property rents.
More than 50 percent of the total rents
are attributable to personal property,
determined at the time such personal
property is first placed in service by
the lessee; or

(b) Net profits. The determination of
the amount of such rents depends in
whole or in part on the income or prof-
its derived by any person from the
property leased, other than an amount

based on a fixed percentage or percent-
ages of the gross receipts or sales. For
purposes of the preceding sentence, the
rules contained in paragraph (b) (3) and
(6) (other than paragraph (b)(6)(ii)) of
§ 1.856–4 shall apply.

(iv) Illustration. This subparagraph
may be illustrated by the following ex-
ample:

Example. A, an exempt organization, owns
a printing factory which consists of a build-
ing housing two printing presses and other
equipment necessary for printing. On Janu-
ary 1, 1971, A rents the building and the
printing equipment to B for $10,000 a year.
The lease states that $9,000 of such rent is for
the building and $1,000 for the printing equip-
ment. However, it is determined that not-
withstanding the terms of the lease $4,000, or
40 percent ($4,000/$10,000), of the rent is actu-
ally attributable to the printing equipment.
During 1971, A has $3,000 of deductions, all of
which are properly allocable to the land and
building. Under these circumstances, A shall
not take into account in computing its unre-
lated business taxable income the $6,000 of
rent attributable to the building and the
$3,000 of deductions directly connected with
such rent. However, the $4,000 of rent attrib-
utable to the printing equipment is not ex-
cluded from the computation of A’s unre-
lated business taxable income by operation
of section 512(b)(3)(A)(ii) or this paragraph
since such rent represents more than an inci-
dental portion of the total rents.

(3) Definitions and special rules. For
purposes of subparagraph (2) of this
paragraph:

(i) Real property defined. The term
real property means all real property,
including any property described in
sections 1245(a)(3)(C) and 1250(c) and
the regulations thereunder.

(ii) Personal property defined. The
term personal property means all per-
sonal property, including any property
described in section 1245(a)(3)(B) and
the regulations thereunder.

(iii) Multiple leases. If separate leases
are entered into with respect to real
and personal property, and such prop-
erties have an integrated use (e.g., one
or more leases for real property and an-
other lease or leases for personal prop-
erty to be used upon such real prop-
erty), all such leases shall be consid-
ered as one lease.

(iv) Placed in service. Property is
placed in service by the lessee when it is
first subject to his use in accordance
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with the terms of the lease. For exam-
ple, property subject to a lease entered
into on November 1, 1971, for a term
commencing on January 1, 1972, shall
be considered as placed in service on
January 1, 1972, regardless of when the
property is first actually used by the
lessee.

(v) Changes in rent charged or personal
property rented. If:

(a) By reason of the placing of addi-
tional or substitute personal property
in service, there is an increase of 100
percent or more in the rent attrib-
utable to all the personal property
leased, or

(b) There is a modification of the
lease by which there is a change in the
rent charged (whether or not there is a
change in the amount of personal prop-
erty rented), the rent attributable to
personal property shall be recomputed
to determine whether the exclusion
under subparagraph (2)(ii)(b) of this
paragraph or the exception under sub-
paragraph (2)(iii)(a) of this paragraph
applies. Any change in the treatment
of rents, attributable to a recomputa-
tion under this subdivision, shall be ef-
fective only with respect to rents for
the period beginning with the event
which occasioned the recomputation.

(4) Examples. Subparagraphs (2) and
(3) of this paragraph may be illustrated
by the following examples:

Example 1. On January 1, 1971, A, an exempt
organization, executes two leases with B.
One is for the rental of a computer, with a
stated annual rent of $750. The other is for
the rental of office space in which to use the
computer, at a stated annual rent of $7,250.
The total annual rent under both leases for
1971 is $8,000. At the time the computer is
first placed in service, however, taking both
leases into consideration, it is determined
that notwithstanding the terms of the leases
$3,000, or 37.5 percent ($3,000/$8,000), of the
rent is actually attributable to the com-
puter. Therefore, for 1971, only the $5,000
($8,000¥$3,000) attributable to the rental of
the office space is excluded from the com-
putation of A’s unrelated business taxable
income by operation of section 512(b)(3).

Example 2. Assume the facts as stated in
example 1. Assume further that the leases to
which the computer and office space are sub-
ject in example 1 provide that the rent may
be increased or decreased, depending upon
the prevailing rental value for similar com-
puters and office space. On January 1, 1972,
the total annual rent is increased in the
computer lease to $2,000, and in the office

space lease to $9,000. For 1972, it is deter-
mined that notwithstanding the terms of the
leases $6,000, or 54.5 percent ($6,000/$11,000), of
the total rent is actually attributable to the
computer as of that time. Even though the
rent attributable to personal property now
exceeds 50 percent of the total rent, the rent
attributable to real property will continue to
be excluded, since there was no modification
of the terms of the leases and since the in-
crease in the rent was not attributable to the
placing of new personal property in service.
See subparagraph (3)(v) of this paragraph.
Thus, for 1972 the $5,000 of rent attributable
to the office space continues to be excluded
from the computation of A’s unrelated busi-
ness taxable income by operation of section
512(b)(3).

Example 3. Assume the facts as stated in
example 1, except that on January 1, 1973, B
rents a second computer from A, which is
placed in service on that date. The total rent
is increased to $2,000 for the computer lease
and to $10,000 for the office space lease. It is
determined at the time the second computer
is first placed in service that notwith-
standing the terms of the leases $7,000 of the
rent is actually attributable to the com-
puters. Since the rent attributable to per-
sonal property has increased by more than
100 percent ($4,000/$3,000=133 percent), a rede-
termination must be made pursuant to sub-
paragraph (3)(v) (a) of this paragraph. As a
result, 58.3 percent ($7,000/$12,000) of the total
rent is determined to be attributable to per-
sonal property. Accordingly, since more than
50 percent of the total rent A receives is at-
tributable to the personal property leased,
none of the rents are excluded from the com-
putation of A’s unrelated business taxable
income by operation of section 512(b)(3).

Example 4. Assume the facts as stated in
example 3, except that on June 30, 1975, the
lease between B and A is modified. The total
rent for the computer lease is reduced to
$1,500 and the total rent for the office space
lease is reduced to $7,500. Pursuant to sub-
division (3)(v)(b) of this paragraph, a redeter-
mination is made as of June 30, 1975. As of
the modification date, it is determined that
notwithstanding the terms of the leases, the
rent actually attributable to the computers
is $4,000, or 44.4 percent ($4,000/$9,000), of the
total rent. Since less than 50 percent of the
total rent is now attributable to personal
property, the rent attributable to real prop-
erty ($5,000), for periods after June 30, 1975, is
excluded from the computation of A’s unre-
lated business taxable income by operation
of section 512(b)(3). However, the rent attrib-
utable to personal property ($4,000) is not ex-
cluded from unrelated business taxable in-
come for such periods by operation of section
512(b)(3), since it represents more than an in-
cidental portion of the total rent.
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(5) Rendering of services. For purposes
of this paragraph, payments for the use
or occupancy of rooms and other space
where services are also rendered to the
occupant, such as for the use or occu-
pancy of rooms or other quarters in ho-
tels, boarding houses, or apartment
houses furnishing hotel services, or in
tourist camps or tourist homes, motor
courts, or motels, or for the use of oc-
cupancy of space in parking lots, ware-
houses, or storage garages, does not
constitute rent from real property.
Generally, services are considered ren-
dered to the occupant if they are pri-
marily for his convenience and are
other than those usually or custom-
arily rendered in connection with the
rental of rooms or other space for occu-
pancy only. The supplying of maid
service, for example, constitutes such
service; whereas the furnishing of heat
and light, the cleaning of public en-
trances, exists, stairways, and lobbies,
the collection of trash, etc., are not
considered as services rendered to the
occupant. Payments for the use or oc-
cupancy of entire private residences or
living quarters in duplex or multiple
housing units, of offices in any office
building, etc., are generally treated as
rent from real property.

(d)(1) Gains and losses from the sale,
etc. of property. There shall also be ex-
cluded from the computation of unre-
lated business taxable income gains or
losses from the sale, exchange, or other
disposition of property other than (i)
stock in trade or other property of a
kind which would properly be included
in the inventory of the organization if
on hand at the close of the taxable
year, or (ii) property held primarily for
sale to customers in the ordinary
course of the trade or business. This
exclusion does not apply with respect
to the cutting of timber which is con-
sidered, upon the application of section
631(a), as a sale or exchange of such
timber. In addition, for taxable years
beginning after December 31, 1969, this
exclusion does not apply to the gain de-
rived from the sale or other disposition
of debt-financed property (as defined in
section 514(b)). Otherwise, the exclu-
sion under section 512(b)(5) applies with
respect to gains and losses from invol-
untary conversions, casualties, etc.

(2) There shall be excluded from the
computation of unrelated business tax-
able income any gain from the lapse or
termination after December 31, 1975, of
options to buy or sell securities (as
that term is defined in section 1236(c)).
An option is considered terminated
when the organization’s obligation
under the option ceases by any means
other than by reason of the exercise or
lapse of such option. If the exclusion is
otherwise available it will apply
whether or not the organization owns
the securities upon which the option is
written, that is, whether or not the op-
tion is covered. However, income from
the lapse or termination of an option is
excludable only if the option is written
in connection with the organization’s
investment activities. Thus, for exam-
ple, if the securities upon which the op-
tions are written are held by the orga-
nization as inventory or for sale to cus-
tomers in the ordinary course of a
trade or business, the income from the
lapse or termination will not be ex-
cludable under the provisions of this
paragraph. Similarly, if an organiza-
tion is engaged in the trade or business
of writing options (whether or not such
options are covered) the exclusion will
not be available.

(e) Net operating losses. (1) The net op-
erating loss deduction provided in sec-
tion 172 shall be allowed in computing
unrelated business taxable income.
However, the net operating loss
carryback or carryover (from a taxable
year for which the taxpayer is subject
to the provisions of section 511) shall
be determined under section 172 with-
out taking into account any amount of
income or deduction which is not in-
cluded under section 511 in computing
unrelated business taxable income. For
example, a loss attributable to an unre-
lated trade or business shall not be di-
minished by reason of the receipt of
dividend income.

(2) For the purpose of computing the
net operating loss deduction provided
by section 172, any prior taxable year
for which an organization was not sub-
ject to the provisions of section 511, or
a corresponding provision of prior law,
shall not be taken into account. Thus,
if the organization was not subject to
the provisions of section 511 or Supple-
ment U of the Internal Revenue Code of
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1939 for a preceding taxable year, the
net operating loss is not a carryback to
such preceding taxable year, and the
net operating loss carryover to suc-
ceeding taxable years is not reduced by
the taxable income for such preceding
taxable year.

(3) A net operating loss carryback or
carryover shall be allowed only from a
taxable year for which the taxpayer is
subject to the provisions of section 511,
or a corresponding provision of prior
law.

(4) In determining the span of years
for which a net operating loss may be
carried for purposes of section 172, tax-
able years in which an organization
was not subject to the provisions of
section 511 or a corresponding provi-
sion of prior law shall be taken into ac-
count. Thus, for example, if an organi-
zation is subject to the provisions of
section 511 for the taxable year 1955
and has a net operating loss for that
year, the last taxable year to which
any part thereof may be carried over is
the year 1960 regardless of whether the
organization is subject to the provi-
sions of section 511 in any of the inter-
vening taxable years.

(f) Research. (1) Income derived from
research for the United States or any
of its agencies or instrumentalities or
a State or political subdivision thereof,
and all deductions directly connected
with such income, shall be excluded in
computing unrelated business taxable
income.

(2) In the case of a college, univer-
sity, or hospital, all income derived
from research performed for any person
and all deductions directly connected
with such income, shall be excluded in
computing unrelated business taxable
income.

(3) In the case of an organization op-
erated primarily for the purpose of car-
rying on fundamental research (as dis-
tinguished from applied research) the
results of which are freely available to
the general public, all income derived
from research performed for any person
and all deductions directly connected
with such income shall be excluded in
computing unrelated business taxable
income.

(4) For the purpose of §§ 1.512(a)–1,
1.512(a)–2, and this section, the term re-
search does not include activities of a

type ordinarily carried on as an inci-
dent to commercial or industrial oper-
ations, for example, the ordinary test-
ing or inspection of materials or prod-
ucts or the designing or construction of
equipment, buildings, etc. The term
fundamental research does not include
research carried on for the primary
purpose of commercial or industrial ap-
plication.

(g) Charitable, etc., contributions. (1) In
computing the unrelated business tax-
able income of an organization de-
scribed in section 511(a)(2) the deduc-
tion from gross income allowed by sec-
tion 170 (relating to charitable con-
tributions and gifts) shall be allowed,
whether or not the contribution is di-
rectly connected with the carrying on
of the trade or business. Section
512(b)(10) provides that this deduction
shall not exceed 5 percent of the orga-
nization’s unrelated business taxable
income computed without regard to
that deduction. The provisions of sec-
tion 170(b)(2) are not applicable to con-
tributions by the organizations de-
scribed in section 511(a)(2).

(2) In computing the unrelated busi-
ness taxable income of a trust de-
scribed in section 511(b)(2), the deduc-
tion allowed by section 170 (relating to
charitable contributions and gifts)
shall be allowed whether or not the
contribution is directly connected with
the carrying on of the trade or busi-
ness. The deduction is limited as pro-
vided in section 170(b)(1) (A) and (B),
except that the amounts so allowed are
determined on the basis of unrelated
business taxable income computed
without regard to this deduction (rath-
er than on the basis of adjusted gross
income). For purposes of this deduc-
tion, a distribution by a trust described
in section 511(b)(2) made pursuant to
the trust instrument to a beneficiary
described in section 170 shall be treated
in the same manner as gifts or con-
tributions.

(3) The contribution, whether made
by a trust or other exempt organiza-
tion, must be paid to another organiza-
tion to be allowable. For example, a
university described in section 501(c)(3)
which is exempt from tax and which
operates an unrelated business, shall be
allowed a deduction, not in excess of 5
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percent of its unrelated business tax-
able income, for gifts or contributions
to another university described in sec-
tion 501(c)(3) for educational work but
shall not be allowed any deduction for
amounts expended in administering its
own educational program.

(h) Specific deduction—(1) In general.
In computing unrelated business tax-
able income a specific deduction from
gross income of $1,000 is allowed. How-
ever, for taxable years beginning after
December 31, 1969, such specific deduc-
tion is not allowed in computing the
net operating loss under section 172
and paragraph (6) of section 512(b).

(2) Special rule for a diocese, province
of a religious order, or a convention or as-
sociation of churches. (i) In the case of a
diocese, province of a religious order,
or a convention or association of
churches, there shall be allowed with
respect to each parish, individual
church, district, or other local unit a
specific deduction equal to the lower of
$1,000 or the gross income derived from
an unrelated trade or business regu-
larly conducted by such local unit.
However, a diocese, province of a reli-
gious order, or a convention or associa-
tion of churches shall not be entitled
to a specific deduction for a local unit
which, for a taxable year, files a sepa-
rate return. In the case of a local unit
which, for a taxable year, files a sepa-
rate return, such local unit may claim
a specific deduction equal to the lower
of $1,000 or the gross income derived
from any unrelated trade or business
which it regularly conducts.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. X is an association of churches on
the calendar year basis. X is divided into
local units A, B, C, and D. During 1973, A, B,
C, and D derive gross income of, respectively,
$1,200, $800, $1,500, and $700 from unrelated
businesses which they regularly conduct.
Furthermore, for such taxable year, D files a
separate return. X may claim a specific de-
duction of $1,000 with respect to A, $800 with
respect to B, and $1,000 with respect to C. X
may not claim a specific deduction with re-
spect to D. D, however, may claim a specific
deduction of $700 on its return.

(i) Transitional period for churches.
(1)(i) In the case of an unrelated trade
or business (as defined in section 513)
carried on before May 27, 1969, by a

church or convention or association of
churches (as defined in § 1.511–
2(a)(3)(ii)), or by the predecessor of a
church or convention or association of
churches which predecessor was itself a
church or convention or association of
churches, all gross income derived
from such unrelated trade or business
and all deductions directly connected
with the carrying on of such unrelated
trade or business shall be excluded
from the determination of unrelated
business taxable income under section
512(a) for all taxable years beginning
before January 1, 1976. Notwith-
standing the preceding sentence, in the
case of income from debt-financed
property (and the deductions attrib-
utable thereto), as defined in section
514, of a church or convention or asso-
ciation of churches or by the prede-
cessor of a church or convention or as-
sociation of churches, the provisions of
paragraphs (a) through (e) of section
514 and paragraph (4) of section 512(b)
shall apply for taxable years beginning
after December 31, 1969.

(ii) The provisions of subdivision (i)
may be illustrated by the following ex-
ample:

Example. X, a church as defined in § 1.511–
2(a)(3)(ii), realizes gross income from an un-
related business (as defined in section 513) of
$100,000 for calendar year 1972. X’s prede-
cessor church, Y, began conducting such un-
related business in January 1, 1968. Of the
$100,000 realized for calendar year 1972, $40,000
is attributable to debt-financed property (as
defined in section 514). Since the unrelated
business was conducted by Y prior to May 27,
1969, and since X’s taxable year begins before
January 1, 1976, that amount of the income
realized from such business (and all deduc-
tions directly connected therewith) which is
not attributable to debt-financed property
shall be excluded from the determination of
unrelated business taxable income under sec-
tion 512(a). Therefore, of the $100,000 realized,
$60,000 ($100,000 less $40,000 attributable to
debt-financed property), and all deductions
directly connected therewith shall be ex-
cluded from the determination of such unre-
lated business taxable income for purposes of
imposition of the tax under section 511(a).
The remaining $40,000 and the deductions at-
tributable thereto shall be subject to the
provisions of paragraphs (a) through (e) of
section 514 and paragraph (4) of section
512(b).

(2) This paragraph shall not apply in
the case of income from property, or
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deductions directly connected with
such income, if title to the property is
held by a corporation described in sec-
tion 501(c)(2) for a church or conven-
tion or association of churches. Thus,
if such income is derived from an unre-
lated trade or business, the corporation
shall be liable for tax imposed by sec-
tion 511(a) on such income.

(j) Special rule for certain unrelated
trades or businesses carried on by a reli-
gious order or by an educational institu-
tion maintained by such order. (1) Except
as provided in subparagraph (2) of this
paragraph, gross income realized by a
religious order (or an educational orga-
nization described in section
170(b)(1)(A)(ii) maintained by such
order) from an unrelated trade or busi-
ness, together with all deductions di-
rectly connected therewith, shall be ex-
cluded from the determination of unre-
lated business taxable income under
section 512(a), if:

(i) The trade or business has been op-
erated by such order or by such institu-
tion since before May 27, 1959,

(ii) The trade or business consists of
providing services under a license
issued by a Federal regulatory agency,

(iii) More than 90 percent of the net
income from the business is, for each
taxable year for which gross income
from such business is so excluded by
reason of section 512(b)(15) and this
paragraph, devoted to religious, chari-
table, or educational purposes, and

(iv) It is established to the satisfac-
tion of an officer no lower than the Re-
gional Commissioner that the rates or
other charges for such services are
fully competitive with rates or other
charges charged for such services by
persons not exempt from taxation.
Rates or other charges for such serv-
ices shall be considered as fully com-
petitive with rates or other charges
charged for such services by persons
not exempt from taxation if the rates
charged by such unrelated trade or
business are neither materially higher
nor materially lower than the rates
charged by similar businesses oper-
ating in the same general area.

(2) The provisions of this paragraph
shall not apply with respect to income
from debt-financed property (as defined
in section 514) and the deductions at-
tributable thereto. For taxable years

beginning after December 31, 1969, such
income and deductions are subject to
the provisions of paragraphs (a)
through (e) of section 514 and para-
graph (4) of section 512(b).

(k) Income and deductions from debt-fi-
nanced property. For taxable years be-
ginning after December 31, 1969, in the
case of debt-financed property (as de-
fined in section 514(b)), there shall be
included in the unrelated business tax-
able income of an exempt organization,
as an item of gross income derived
from an unrelated trade or business,
the amount of unrelated debt-financed
income determined under section
514(a)(1) and § 1.514(a)–1(a), and there
shall be allowed, as a deduction with
respect to such income, the amount de-
termined under section 514(a)(2) and
§ 1.514(a)–1(b).

(l) Interest, annuities, royalties, and
rents from controlled organizations—(1)
In general. For taxable years beginning
after December 31, 1969, if an exempt
organization (hereinafter referred to as
the controlling organization) has control
(as defined in subparagraph (4) of this
paragraph) of another organization
(hereinafter referred to as the con-
trolled organization), the controlling or-
ganization shall include as an item of
gross income in computing its unre-
lated business taxable income, the
amount of interest, annuities, royal-
ties, and rents derived from the con-
trolled organization determined under
subparagraph (2) or (3) of this para-
graph. The preceding sentence shall
apply whether or not the activity con-
ducted by the controlling organization
to derive such amounts represents a
trade or business or is regularly carried
on. Thus, amounts received by a con-
trolling organization from the rental of
its real property to a controlled organi-
zation may be included in the unre-
lated business taxable income of the
controlling organization, even though
the rental of such property is not an
activity regularly carried on by the
controlling organization.

(2) Exempt controlled organization—(i)
In general. If the controlled organiza-
tion is exempt from taxation under sec-
tion 501(a), the amount referred to in
subparagraph (1) of this paragraph is
an amount which bears the same ratio
to the interest, annuities, royalties,
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and rents received by the controlling
organization from the controlled orga-
nization as the unrelated business tax-
able income of the controlled organiza-
tion bears to whichever of the fol-
lowing amounts is the greater:

(a) The taxable income of the con-
trolled organization, computed as
though the controlled organization
were not exempt from taxation under
section 501(a), or

(b) The unrelated business taxable in-
come of the controlled organization,
both determined without regard to any
amounts paid directly or indirectly to
the controlling organization. The con-
trolling organization shall be allowed
all deductions directly connected with
amounts included in gross income
under the preceding sentence.

(ii) Examples. This subparagraph may
be illustrated by the following exam-
ples:

Example 1. A, an exempt scientific organi-
zation described in section 501(c)(3), owns all
the stock of B, another exempt scientific or-
ganization described in section 501(c)(3). Dur-
ing 1971, A rents space for a laboratory to B
for $15,000 a year. A’s total deductions for
1971 with respect to the leased property are
$3,000: $1,000 for maintenance and $2,000 for
depreciation. If B were not an exempt orga-
nization, its total taxable income would be
$300,000, disregarding rent paid to A. B’s un-
related business taxable income, dis-
regarding rent paid to A, is $100,000. Under
these circumstances, $4,000 of the rent paid
by B will be included by A as net rental in-
come in determining its unrelated business
taxable income, computed as follows:
B’s unrelated business taxable income (dis-

regarding rent paid to A) ................................ $100,000
B’s taxable income (computed as though B

were not exempt and disregarding rent paid
to A) ................................................................ 300,000

Ratio ($100,000/$300,000) ................................ 1⁄3
Total rent ............................................................ 15,000
Total deductions ................................................ 3,000
Rental income treated as gross income from

an unrelated trade or business (1⁄3 of
$15,000) ......................................................... 5,000

Less deductions directly connected with such
income (1⁄3 of $3,000) .................................... 1,000

Net rental income included by A in computing
its unrelated business taxable income ........... $4,000

Example 2. Assume the facts as stated in
example 1, except that B’s taxable income is
$90,000 (computed as though B were not an
exempt organization, and disregarding rents
paid to A). B’s unrelated business taxable in-
come ($100,000) is therefore greater than its
taxable income ($90,000). Thus, the ratio used
to determine the portion of rent received by

A which is to be taken into account is one
since both the numerator and denominator
of such ratio is B’s unrelated business tax-
able income. Consequently, all the rent re-
ceived by A from B ($15,000), and all the de-
ductions directly connected therewith
($3,000), are included by A in computing its
unrelated business taxable income.

(3) Nonexempt controlled organization—
(i) In general. If the controlled organi-
zation is not exempt from taxation
under section 501(a), the amount re-
ferred to in subparagraph (1) of this
paragraph is an amount which bears
the same ratio to the interest, annu-
ities, royalties, and rents received by
the controlling organization from the
controlled organization as the excess
taxable income (as defined in subdivision
(ii) of this subparagraph) of the con-
trolled organization bears to whichever
of the following amounts is the great-
er:

(a) The taxable income of the con-
trolled organization, or

(b) The excess taxable income of the
controlled organization,
both determined without regard to any
amount paid directly or indirectly to
the controlling organization. The con-
trolling organization shall be allowed
all deductions which are directly con-
nected with amounts included in gross
income under the preceding sentence.

(ii) Excess taxable income. For pur-
poses of this paragraph, the term excess
taxable income means the excess of the
controlled organization’s taxable in-
come over the amount of such taxable
income which, if derived directly by
the controlling organization, would not
be unrelated business taxable income.

(iii) Examples. This subparagraph
may be illustrated by the following ex-
amples:

Example 1. A, an exempt university de-
scribed in section 501(c)(3), owns all the
stock of M, a nonexempt organization. Dur-
ing 1971, M leases a factory and a dormitory
from A for a total annual rent of $100,000.
During the taxable year, M has $500,000 of
taxable income, disregarding the rent paid to
A: $150,000 from a dormitory for students of
A university, and $350,000 from the operation
of a factory which is a business unrelated to
A’s exempt purpose. A’s deductions for 1971
with respect to the leased property are $4,000
for the dormitory and $16,000 for the factory.
Under these circumstances, $56,000 of the
rent paid by M will be included by A as net
rental income in determining its unrelated
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business taxable income, computed as fol-
lows:
M’s taxable income (disregarding rent paid to

A) .................................................................... $500,000
Less taxable income from dormitory ................. 150,000

Excess taxable income ...................................... $350,000

Ratio ($350,000/$500,000) ................................ 7⁄10

Total rent paid to A ............................................ $100,000
Total deductions ($4,000+$16,000) ................... 20,000
Rental income treated as gross income from

an unrelated trade or business (7⁄10 of
$100,000) ....................................................... 70,000

Less deductions directly connected with such
income (7⁄10 of $20,000) ................................ 14,000

Net rental income included by A in computing
its unrelated business taxable income ........... $56,000

Example 2. Assume the facts as stated in
example 1, except that M’s taxable income
(disregarding rent paid to A) is $300,000, con-
sisting of $350,000 from the operation of the
factory and a $50,000 loss from the operation
of the dormitory. Thus, M’s excess taxable in-
come is also $300,000, since none of M’s tax-
able income would be excluded from the
computation of A’s unrelated business tax-
able income if received directly by A. The
ratio of M’s excess taxable income to its tax-
able income is therefore one ($300,000/
$300,000). Thus, all the rent received by A
from M ($100,000), and all the deductions di-
rectly connected therewith ($20,000), are in-
cluded in the computation of A’s unrelated
business taxable income.

(4) Control—(i) In general. For pur-
poses of this paragraph—

(a) Stock corporation. In the case of an
organization which is a stock corpora-
tion, the term control means ownership
by an exempt organization of stock
possessing at least 80 percent of the
total combined voting power of all
classes of stock entitled to vote and at
least 80 percent of the total number of
shares of all other classes of stock of
such corporation.

(b) Nonstock organization. In the case
of a nonstock organization, the term
control means that at least 80 percent
of the directors or trustees of such or-
ganization are either representatives of
or directly or indirectly controlled by
an exempt organization. A trustee or
director is a representative of an ex-
empt organization if he is a trustee, di-
rector, agent, or employee of such ex-
empt organization. A trustee or direc-
tor is controlled by an exempt organi-
zation if such organization has the
power to remove such trustee or direc-
tor and designate a new trustee or di-
rector.

(ii) Gain or loss of control. If control of
an organization (as defined in subdivi-
sion (i) of this subparagraph) is ac-
quired or relinquished during the tax-
able year, only the interest, annuities,
royalties, and rents paid or accrued to
the controlling organization in accord-
ance with its method of accounting for
that portion of the taxable year it has
control shall be subject to the tax on
unrelated business income.

(5) Amounts taxable under other provi-
sions of the Code—(i) In general. Except
as provided in subdivision (ii) of this
subparagraph, section 512(b)(13) and
this paragraph do not apply to
amounts which are included in the
computation of unrelated business tax-
able income by operation of any other
provision of the Code. However,
amounts which are not included in un-
related business taxable income by op-
eration of section 512(a)(1), or which
are excluded by operation of section
512(b) (1), (2), or (3), may be included in
unrelated business taxable income by
operation of section 512(b)(13) and this
paragraph.

(ii) Debt-financed property. Rents de-
prived from the lease of debt-financed
property by a controlling organization
to a controlled organization are subject
to the rules contained in section
512(b)(13) and this paragraph. Thus, if a
controlling organization leases debt-fi-
nanced property to a controlled organi-
zation, the amount of rents includible
in the controlling organization’s unre-
lated business taxable income shall
first be determined under section
512(b)(13) and this paragraph, and only
the portion of such rents not taken
into account by operation of section
512(b)(13) are taken into account by op-
eration of section 514. See example 3 of
§ 1.514(b)–1(b)(3).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6939, 32 FR 17661, Dec. 12,
1967; T.D. 7177, 37 FR 7089, Apr. 8, 1972; T.D.
7183, 37 FR 7885, Apr. 21, 1972; T.D. 7261, 38 FR
5466, Mar. 1, 1973; 38 FR 6387, Mar. 9, 1973;
T.D. 7632, 44 FR 42681, July 20, 1979; T.D. 7767,
46 FR 11265, Feb. 6, 1981; T.D. 8423, 57 FR
33443, July 29, 1992; 57 FR 42490, Sept. 15, 1992]

§ 1.512(c)–1 Special rules applicable to
partnerships; in general.

In the event an organization to which
section 511 applies is a member of a
partnership regularly engaged in a
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trade or business which is an unrelated
trade or business with respect to such
organization, the organization shall in-
clude in computing its unrelated busi-
ness taxable income so much of its
share (whether or not distributed) of
the partnership gross income as is de-
rived from that unrelated business and
its share of the deductions attributable
thereto. For this purpose, both the
gross income and the deductions shall
be computed with the necessary adjust-
ments for the exceptions, additions,
and limitations referred to in section
512(b) and in § 1.512(b)–1. For example, if
an exempt educational institution is a
partner in a partnership which oper-
ates a factory and if such partnership
also holds stock in a corporation, the
exempt organization shall include in
computing its unrelated business tax-
able income its share of the gross in-
come from the operation of the factory,
but not its share of any dividends re-
ceived by the partnership from the cor-
poration. If the taxable year of the or-
ganization differs from that of the
partnership, the amounts included or
deducted in computing unrelated busi-
ness taxable income shall be based
upon the income and deductions of the
partnership for each taxable year of
the partnership ending within or with
the taxable year of the organization.

§ 1.513–1 Definition of unrelated trade
or business.

(a) In general. As used in section 512
the term unrelated business taxable in-
come means the gross income derived
by an organization from any unrelated
trade or business regularly carried on
by it, less the deductions and subject
to the modifications provided in sec-
tion 512. Section 513 specifies with cer-
tain exceptions that the phrase unre-
lated trade or business means, in the
case of an organization subject to the
tax imposed by section 511, any trade
or business the conduct of which is not
substantially related (aside from the
need of such organization for income or
funds or the use it makes of the profits
derived) to the exercise or performance
by such organization of its charitable,
educational, or other purpose or func-
tion constituting the basis for its ex-
emption under section 501 (or, in the
case of an organization described in

section 511(a)(2)(B), to the exercise or
performance of any purpose or function
described in section 501(c)(3)). (For cer-
tain exceptions from thisdefinition, see
paragraph (e) of this section. For a spe-
cial definition of unrelated trade or busi-
ness applicable to certain trusts, see
section 513(b).) Therefore, unless one of
the specific exceptions of section 512 or
513 is applicable, gross income of an ex-
empt organization subject to the tax
imposed by section 511 is includible in
the computation of unrelated business
taxable income if: (1) It is income from
trade or business; (2) such trade or
business is regularly carried on by the
organization; and (3) the conduct of
such trade or business is not substan-
tially related (other than through the
production of funds) to the organiza-
tion’s performance of its exempt func-
tions.

(b) Trade or business. The primary ob-
jective of adoption of the unrelated
business income tax was to eliminate a
source of unfair competition by placing
the unrelated business activities of cer-
tain exempt organizations upon the
same tax basis as the nonexempt busi-
ness endeavors with which they com-
pete. On the other hand, where an ac-
tivity does not possess the characteris-
tics of a trade or business within the
meaning of section 162, such as when
an organization sends out low-cost ar-
ticles incidental to the solicitation of
charitable contributions, the unrelated
business income tax does not apply
since the organization is not in com-
petition with taxable organizations.
However, in general, any activity of a
section 511 organization which is car-
ried on for the production of income
and which otherwise possesses the
characteristics required to constitute
trade or business within the meaning of
section 162—and which, in addition, is
notsubstantially related to the per-
formance of exempt functions— pre-
sents sufficient likelihood of unfair
competition to be within the policy of
the tax. Accordingly, for purposes of
section 513 the term trade or business
has the same meaning it has in section
162, and generally includes any activity
carried on for the production of income
from the sale of goods or performance
of services. Thus, the term trade or
business in section 513 is not limited to
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integrated aggregates of assets, activi-
ties and good will which comprise busi-
nesses for the purposes of certain other
provisions of the Internal Revenue
Code. Activities of producing or dis-
tributing goods or performing services
from which a particular amount of
gross income is derived do not lose
identity as trade or business merely be-
cause they are carried on within a larg-
er aggregate of similar activities or
within a larger complex of other en-
deavors which may, or may not, be re-
lated to the exempt purposes of the or-
ganization. Thus, for example, the reg-
ular sale of pharmaceutical supplies to
the general public by a hospital
pharmacydoes not lose identity as
trade or business merely because the
pharmacy also furnishes supplies to the
hospital and patients of the hospital in
accordance with its exempt purposes or
in compliance with the terms of sec-
tion 513(a)(2). Similarly, activities of
soliciting, selling, and publishing com-
mercial advertising do not lose iden-
tity as a trade or business even though
the advertising is published in an ex-
empt organization periodical which
contains editorial matter related to
the exempt purposes of the organiza-
tion. However, where an activity car-
ried on for the production of income
constitutes an unrelated trade or busi-
ness, no part of such trade or business
shall be excluded from such classifica-
tion merely because it does not result
in profit.

(c) Regularly carried on—(1) General
principles. In determining whether
trade or business from which a par-
ticular amount of gross income derives
is regularly carried on, within the mean-
ing of section 512, regard must be had
to the frequency and continuity with
which the activities productive of the
income are conducted and the manner
in which they are pursued. This re-
quirement must be applied in light of
the purpose of the unrelated business
income tax to place exempt organiza-
tion business activities upon the same
tax basis as the nonexempt business
endeavors with which they compete.
Hence, for example, specific business
activities of an exempt organization
will ordinarily be deemed to be regu-
larly carried on if they manifest a fre-
quency and continuity, and are pursued

in a manner, generally similar to com-
parable commercial activities of non-
exempt organizations.

(2) Application of principles in certain
cases—(i) Normal time span of activities.
Where income producing activities are
of a kind normally conducted by non-
exempt commercial organizations on a
year-round basis, the conduct of such
activities by an exempt organization
over a period of only a few weeks does
not constitute the regular carrying on
of trade or business. For example, the
operation of a sandwich stand by a hos-
pital auxiliary for only 2 weeks at a
state fair would not be the regular con-
duct of trade or business. However, the
conduct of year-round business activi-
ties for one day each week would con-
stitute the regular carrying on of trade
or business. Thus, the operation of a
commercial parking lot on Saturday of
each week would be the regular con-
duct of trade or business. Where in-
come producing activities are of a kind
normally undertaken by nonexempt
commercial organizations only on a
seasonal basis, the conduct of such ac-
tivities by an exempt organization dur-
ing a significant portion of the season
ordinarilyconstitutes the regular con-
duct of trade or business. For example,
the operation of a track for horse rac-
ing for several weeks of a year would
be considered the regular conduct of
trade or business because it is usual to
carry on such trade or business only
during a particular season.

(ii) Intermittent activities; in general.
In determining whether or not inter-
mittently conducted activities are reg-
ularly carried on, the manner of con-
duct of the activities must be com-
pared with the manner in which com-
mercial activities are normally pur-
sued by nonexempt organizations. In
general, exempt organization business
activities which are engaged in only
discontinuously or periodically will not
be considered regularly carried on if
they are conducted without the com-
petitive and promotional efforts typ-
ical of commercial endeavors. For ex-
ample, the publication of advertising
in programs for sports events or music
or drama performances will not ordi-
narily be deemed to be the regular car-
rying on of business. Similarly, where
an organization sells certain types of
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goods or services to a particular class
of persons in pursuance of its exempt
functions or primarily for the conven-
ience of such persons within the mean-
ing of section 513(a)(2) (as, for example,
the sale of books by a college book-
store to students or the sale of pharma-
ceutical supplies by a hospital phar-
macy to patients of the hospital), cas-
ual sales in the course of such activity
which do not qualify as related to the
exempt function involved or as de-
scribed in section 513(a)(2) will not be
treated as regular. On the other hand,
where the nonqualifyingsales are not
merely casual, but are systematically
and consistently promoted and carried
on by the organization, they meet the
section 512 requirement of regularity.

(iii) Intermittent activities; special rule
in certain cases of infrequent conduct.
Certain intermittent income producing
activities occur so infrequently that
neither their recurrence nor the man-
ner of their conduct will cause them to
be regarded as trade or business regu-
larly carried on. For example, income
producing or fund raising activities
lasting only a short period of time will
not ordinarily be treated as regularly
carried on if they recur only occasion-
ally or sporadically. Furthermore, such
activities will not be regarded as regu-
larly carried on merely because they
are conducted on an annually recurrent
basis. Accordingly, income derived
from the conduct of an annual dance or
similar fund raising event for charity
would not be income from trade or
business regularly carried on.

(d) Substantially related—(1) In gen-
eral. Gross income derives from unre-
lated trade or business, within the mean-
ing of section 513(a), if the conduct of
the trade or business which produces
the income is not substantially related
(other than through the production of
funds) to the purposes for which ex-
emption is granted. The presence of
this requirement necessitates an exam-
ination of the relationship between the
business activities which generate the
particular income in question—the ac-
tivities, that is, of producing or distrib-
uting the goods or performing the serv-
ices involved—and the accomplishment
of the organization’s exempt purposes.

(2) Type of relationship required. Trade
or business is related to exempt pur-

poses, in the relevant sense, only where
the conduct of the business activities
has causal relationship to the achieve-
ment of exempt purposes (other than
through the production of income); and
it is substantially related, for purposes
of section 513, only if the causal rela-
tionship is a substantial one. Thus, for
the conduct of trade or business from
which a particular amount of gross in-
come is derived to be substantially re-
lated to purposes for which exemption
is granted, the production or distribu-
tion of the goods or the performance of
the services from which the gross in-
come is derived must contribute impor-
tantly to the accomplishment of those
purposes. Where the production or dis-
tribution of the goods or the perform-
ance of the services does not contribute
importantly to the accomplishment of
the exempt purposes of an organiza-
tion, the income from the sale of the
goods or the performance of the serv-
ices does not derive from the conduct
of related trade or business. Whether
activities productive of gross income
contribute importantly to the accom-
plishment of any purpose for which an
organization is granted exemption de-
pends in each case upon the facts and
circumstances involved.

(3) Size and extent of activities. In de-
termining whether activities con-
tribute importantly to the accomplish-
ment of an exempt purpose, the size
and extent of the activities involved
must be considered in relation to the
nature and extent of the exempt func-
tion which they purport to serve. Thus,
where income is realized by an exempt
organization from activities which are
in part related to the performance of
its exempt functions, but which are
conducted on a larger scale than is rea-
sonably necessary for performance of
such functions, the gross income at-
tributable to that portion of the activi-
ties in excess of the needs of exempt
functions constitutes gross income
from the conduct of unrelated trade or
business. Such income is not derived
from the production or distribution of
goods or the performance of services
which contribute importantly to the
accomplishment of any exempt purpose
of the organization.

(4) Application of principles—(i) Income
from performance of exempt functions.
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Gross income derived from charges for
the performance of exempt functions
does not constitute gross income from
the conduct of unrelated trade or busi-
ness. The following examples illustrate
the application of this principle:

Example 1. M, an organization described in
section 501(c)(3), operates a school for train-
ing children in the performing arts, such as
acting, singing, and dancing. It presents per-
formances by its students and derives gross
income from admission charges for the per-
formances. The students’ participation in
performances before audiences is an essen-
tial part of their training. Since the income
realized from the performances derives from
activities which contribute importantly to
the accomplishment of M’s exempt purposes,
it does not constitute gross income from un-
related trade or business. (For specific exclu-
sion applicable in certain cases of contrib-
uted services, see section 513(a)(1) and para-
graph (e)(1) of this section.)

Example 2. N is a trade union qualified for
exemption under section 501(c)(5). To im-
prove the trade skills of its members, N con-
ducts refresher training courses and supplies
handbooks and technical manuals. N receives
payments from its members for these serv-
ices and materials. However, the develop-
ment and improvement of the skills of its
members is one of the purposes for which ex-
emption is granted N; and the activities de-
scribed contribute importantly to that pur-
pose. Therefore, the income derived from
these activities does not constitute gross in-
come from unrelated trade or business.

Example 3. O is an industry trade associa-
tion qualified for exemption under section
501(c)(6). It presents a trade show in which
members of its industry join in an exhibition
of industry products. O derives income from
charges made to exhibitors for exhibit space
and admission fees charged patrons or view-
ers of the show. The show is not a sales facil-
ity for individual exhibitors; its purpose is
the promotion and stimulation of interest in,
and demand for, the industry’s products in
general, and it is conducted in a manner rea-
sonably calculated to achieve that purpose.
The stimulation of demand for the industry’s
products in general is one of the purposes for
which exemption is granted O. Consequently,
the activities productive of O’s gross income
from the show—that is, the promotion, orga-
nization and conduct of the exhibition—con-
tribute importantly to the achievement of
an exempt purpose, and the income does not
constitute gross income from unrelated
trade or business. See also section 513(d) and
regulations thereunder regarding sales activ-
ity.

(ii) Disposition of product of exempt
functions. Ordinarily, gross income

from the sale of products which result
from the performance of exempt func-
tions does not constitute gross income
from the conduct of unrelated trade or
business if the product is sold in sub-
stantially the same state it is in on
completion of the exempt functions.
Thus, in the case of an organization de-
scribed in section 501(c)(3) and engaged
in a program of rehabilitation of handi-
capped persons, income from sale of ar-
ticles made by such persons as a part of
their rehabilitation training would not
be gross income from conduct of unre-
lated trade or business. The income in
such case would be from sale of prod-
ucts, the production of which contrib-
uted importantly to the accomplish-
ment of purposes for which exemption
is granted the organization—namely,
rehabilitation of the handicapped. On
the other hand, if a product resulting
from an exempt function is utilized or
exploitedin further business endeavor
beyond that reasonably appropriate or
necessary for disposition in the state it
is in upon completion of exempt func-
tions, the gross income derived there-
from would be from conduct of unre-
lated trade or business. Thus, in the
case of an experimental dairy herd
maintained for scientific purposes by a
research organization described in sec-
tion 501(c)(3), income from sale of milk
and cream produced in the ordinary
course of operation of the project
would not be gross income from con-
duct of unrelated trade or business. On
the other hand, if the organization
were to utilize the milk and cream in
the further manufacture of food items
such as ice cream, pastries, etc., the
gross income from the sale of such
products would be from the conduct of
unrelated trade or business unless the
manufacturing activities themselves
contribute importantly to the accom-
plishment of an exempt purpose of the
organization.

(iii) Dual use of assets or facilities. In
certain cases, an asset or facility nec-
essary to the conduct of exempt func-
tions may also be employed in a com-
mercial endeavor. In such cases, the
mere fact of the use of the asset or fa-
cility in exempt functions does not, by
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itself, make the income from the com-
mercial endeavor gross income from re-
lated trade or business. The test, in-
stead, is whether the activities produc-
tive of the income in question con-
tribute importantly to the accomplish-
ment of exempt purposes. Assume, for
example, that a museum exempt under
section 501(c)(3) has a theater audito-
rium which is specially designed and
equipped for showing of educational
films in connection with its program of
public education in the arts and
sciences. The theater is a principal fea-
ture of the museum and is in contin-
uous operation during the hours the
museum is open to the public. If the or-
ganization were to operate the theater
as an ordinary motion picture theater
for public entertainment during the
evening hours when the museum was
closed, gross income from such oper-
ation would be gross income from con-
duct of unrelated trade or business.

(iv) Exploitation of exempt functions.
In certain cases, activities carried on
by an organization in the performance
of exempt functions may generate good
will or other intangibles which are ca-
pable of being exploited in commercial
endeavors. Where an organization ex-
ploits such an intangible in commer-
cial activities, the mere fact that the
resultant income depends in part upon
an exempt function of the organization
does not make it gross income from re-
lated trade or business. In such cases,
unless the commercial activities them-
selves contribute importantly to the
accomplishment of an exempt purpose,
the income which they produce is gross
income from the conduct of unrelated
trade or business. The application of
this subdivision is illustrated in the
following examples:

Example 1. U, an exempt scientific organi-
zation, enjoys an excellent reputation in the
field of biological research. It exploits this
reputation regularly by selling endorsements
of various items of laboratory equipment to
manufacturers. The endorsing of laboratory
equipment does not contribute importantly
to the accomplishment of any purpose for
which exemption is granted U. Accordingly,
the income derived from the sale of endorse-
ments is gross income from unrelated trade
or business.

Example 2. V, an exempt university, has a
regular faculty and a regularly enrolled stu-
dent body. During the school year, V spon-

sors the appearance of professional theater
companies and symphony orchestras which
present drama and musical performances for
the students and faculty members. Members
of the general public are also admitted. V ad-
vertises these performances and supervises
advance ticket sales at various places, in-
cluding such university facilities as the cafe-
teria and the university bookstore. V derives
gross income from the conduct of the per-
formances. However, while the presentation
of the performances makes use of an intan-
gible generated by V’s exempt educational
functions—the presence of the student body
and faculty—the presentation of such drama
and music events contributes importantly to
the overall educational and cultural function
of the university. Therefore, the income
which V receives does not constitute gross
income from the conduct of unrelated trade
or business.

Example 3. W is an exempt business league
with a large membership. Under an arrange-
ment with an advertising agency, W regu-
larly mails brochures, pamphlets and other
commercial advertising materials to its
members, for which service W charges the
agency an agreed amount per enclosure. The
distribution of the advertising materials
does not contribute importantly to the ac-
complishment of any purpose for which W is
granted exemption. Accordingly, the pay-
ments made to W by the advertising agency
constitute gross income from unrelated
trade or business.

Example 4. X, an exempt organization for
the advancement of public interest in clas-
sical music, owns a radio station and oper-
ates it in a manner which contributes impor-
tantly to the accomplishment of the pur-
poses for which the organization is granted
exemption. However, in the course of the op-
eration of the station the organization de-
rives gross income from the regular sale of
advertising time and services to commercial
advertisers in the manner of an ordinary
commercial station. Neither the sale of such
time nor the performance of such services
contributes importantly to the accomplish-
ment of any purpose for which the organiza-
tion is granted exemption. Notwithstanding
the fact that the production of the adver-
tising income depends upon the existence of
the listening audience resulting from per-
formance of exempt functions, such income
is gross income from unrelated trade or busi-
ness.

Example 5. Y, an exempt university, pro-
vides facilities, instruction and faculty su-
pervision for a campus newspaper operated
by its students. In addition to news items
and editorial commentary, the newspaper
publishes paid advertising. The solicitation,
sale, and publication of the advertising are
conducted by students, under the supervision
and instruction of the university. Although
the services rendered to advertisers are of a
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commercial character, the advertising busi-
ness contributes importantly to the univer-
sity’s educational program through the
training of the students involved. Hence,
none of the income derived from publication
of the newspaper constitutes gross income
from unrelated trade or business. The same
result would follow even though the news-
paper is published by a separately incor-
porated section 501(c)(3) organization, quali-
fied under the university rules for recogni-
tion of student activities, and even though
such organization utilizes its own facilities
and is independent of faculty supervision,
but carries out its educational purposes by
means of student instruction of other stu-
dents in the editorial and advertising activi-
ties and student participation in those ac-
tivities.

Example 6. Z is an association exempt
under section 501(c)(6), formed to advance
the interests of a particular profession and
drawing its membership from the members
of that profession. Z publishes a monthly
journal containing articles and other edi-
torial material which contribute impor-
tantly to the accomplishment of purposes for
which exemption is granted the organiza-
tion. Income from the sale of subscriptions
to members and others in accordance with
the organization’s exempt purposes, there-
fore, does not constitute gross income from
unrelated trade or business. In connection
with the publication of the journal, Z also
derives income from the regular sale of space
and services for general consumer adver-
tising,including advertising of such products
as soft drinks, automobiles, articles of ap-
parel, and home appliances. Neither the pub-
lication of such advertisements nor the per-
formance of services for such commercial ad-
vertisers contributes importantly to the ac-
complishment of any purpose for which ex-
emption is granted. Therefore, notwith-
standing the fact that the production of in-
come from advertising utilizes the circula-
tion developed and maintained in perform-
ance of exempt functions, such income is
gross income from unrelated trade or busi-
ness.

Example 7. The facts are as described in the
preceding example, except that the adver-
tising in Z’s journal promotes only products
which are within the general area of profes-
sional interest of its members. Following a
practice common among taxable magazines
which publish advertising, Z requires its ad-
vertising to comply with certain general
standards of taste, fairness, and accuracy;
but within those limits the form, content,
and manner of presentation of the adver-
tising messages are governed by the basic ob-
jective of the advertisers to promote the sale
of the advertised products. While the adver-
tisements contain certain information, the
informational function of the advertising is
incidental to the controlling aim of stimu-

lating demand for the advertised products
and differs in no essential respect from the
informational function of any commercial
advertising. Like taxable publishers of ad-
vertising, Z accepts advertising only from
those who are willing to pay its prescribed
rates. Although continuing education of
itsmembers in matters pertaining to their
profession is one of the purposes for which Z
is granted exemption, the publication of ad-
vertising designed and selected in the man-
ner of ordinary commercial advertising is
not an educational activity of the kind con-
templated by the exemption statute; it dif-
fers fundamentally from such an activity
both in its governing objective and in its
method. Accordingly, Z’s publication of ad-
vertising does not contribute importantly to
the accomplishment of its exempt purposes;
and the income which it derives from adver-
tising constitutes gross income from unre-
lated trade or business.

(e) Exceptions. Section 513(a) specifi-
cally states that the term unrelated
trade or business does not include:

(1) Any trade or business in which
substantially all the work in carrying
on such trade or business is performed
for the organization without compensa-
tion; or

(2) Any trade or business carried on
by an organization described in section
501(c)(3) or by a governmental college
or university described in section
511(a)(2)(B), primarily for the conven-
ience of its members, students, pa-
tients, officers, or employees; or, any
trade or business carried on by a local
association of employees described in
section 501(c)(4) organized before May
27, 1969, which consists of the selling by
the organization of items of work-re-
lated clothes and equipment and items
normally sold through vending ma-
chines, through food dispensing facili-
ties, or by snack bars, for the conven-
ience of its members at their usual
places of employment; or

(3) Any trade or business which con-
sists of selling merchandise, substan-
tially all of which has been received by
the organization as gifts or contribu-
tions.
An example of the operation of the
first of the exceptions mentioned above
would be an exempt orphanage oper-
ating a retail store and selling to the
general public, where substantially all
the work in carrying on such business
is performed for the organization by
volunteers without compensation. An
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example of the first part of the second
exception, relating to an organization
described in section 501(c)(3) or a gov-
ernmental college or university de-
scribed in section 511(a)(2)(B), would be
a laundry operated by a college for the
purpose of laundering dormitory linens
and the clothing of students. The latter
part of the second exception, dealing
with certain sales by local employee
associations, will not apply to sales of
these items at locations other than the
usual place of employment of the em-
ployees; therefore sales at such other
locations will continue to be treated as
unrelated trade or business. The third
exception applies to so-called thrift
shops operated by a tax-exempt organi-
zation where those desiring to benefit
such organization contribute old
clothes, books, furniture, et cetera, to
be sold to the general public with the
proceeds going to the exempt organiza-
tion.

(f) Special rule respecting publishing
businesses prior to 1970. For a special
rule for taxable years beginning before
January 1, 1970, with respect to pub-
lishing businesses carried on by an or-
ganization, see section 513(c) of the
Code prior to its amendment by section
121(c) of the Tax Reform Act of 1969 (83
Stat. 542).

(g) Effective date. This section is ap-
plicable with respect to taxable years
beginning after December 12, 1967. How-
ever, if a taxpayer wishes to rely on
the rules stated in this section for tax-
able years beginning before December
13, 1967, it may do so.

[T.D. 6939, 32 FR 17657, Dec. 12, 1967; 32 FR
17890, Dec. 14, 1967; 32 FR 17938, Dec. 15, 1967;
T.D. 7107, 36 FR 6421, Apr. 3, 1971; T.D. 7392,
40 FR 58642, Dec. 18, 1975; T.D. 7896, 48 FR
23817, May 27, 1983]

§ 1.513–2 Definition of unrelated trade
or business applicable to taxable
years beginning before December
13, 1967.

(a) In general. (1) As used in section
512(a), the term unrelated business tax-
able income includes only income from
an unrelated trade or business regu-
larly carried on, and the term trade or
business has the same meaning as it has
in section 162.

(2) The income of an exempt organi-
zation is subject to the tax on unre-

lated business income only if two con-
ditions are present with respect to such
income. The first condition is that the
income must be from a trade or busi-
ness which is regularly carried on by
the organization. The second condition
is that the trade or business must not
be substantially related (aside from the
need of the organization for income or
funds or the use it makes of the profits
derived) to the exercise or performance
by such organization of its charitable,
educational, or other purpose or func-
tion constituting the basis for its ex-
emption under section 501, or in the
case ofan organization described in sec-
tion 511(a)(2)(B) (governmental col-
leges, etc.) to the exercise or perform-
ance of any purpose or function de-
scribed in section 501(c)(3). Whether or
not an organization is subject to the
tax imposed by section 511 shall be de-
termined by the application of these
tests to the particular circumstances
involved in each individual case. For
certain exceptions from the term unre-
lated trade or business, see paragraph (b)
of this section.

(3) A trade or business is regularly
carried on when the activity is con-
ducted with sufficient consistency to
indicate a continuing purpose of the or-
ganization to derive some of its income
from such activity. An activity may be
regularly carried on even though its
performance is infrequent or seasonal.

(4) Ordinarily, a trade or business is
substantially related to the activities
for which an organization is granted
exemption if the principal purpose of
such trade or business is to further
(other than through the production of
income) the purpose for which the or-
ganization is granted exemption. In the
usual case the nature and size of the
trade or business must be compared
with the nature and extent of the ac-
tivities for which the organization is
granted exemption in order to deter-
mine whether the principal purpose of
such trade or business is to further
(other than through the production of
income) the purpose for which the or-
ganization is granted exemption. For
example, the operation of a wheat farm
is substantially related to the exempt
activity of an agricultural college if
the wheat farm isoperated as a part of
the educational program of the college,
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and is not operated on a scale dis-
proportionately large when compared
with the educational program of the
college. Similarly, a university radio
station or press is considered a related
trade or business if operated primarily
as an integral part of the educational
program of the university, but is con-
sidered an unrelated trade or business
if operated in substantially the same
manner as a commercial radio station
or publishing house. A trade or busi-
ness not otherwise related does not be-
come substantially related to an orga-
nization’s exempt purpose merely be-
cause incidental use is made of the
trade or business in order to further
the exempt purpose. For example, the
manufacture and sale of a product by
an exempt college would not become
substantially related merely because
students as part of their educational
program perform clerical or book-
keeping functions in the business. In
some cases, the business may be sub-
stantially related because it is a nec-
essary part of the exempt activity. For
example, in the case of an organization
described in section 501(c)(3) and en-
gaged in the rehabilitation of handi-
capped persons, the business of selling
articles made by such persons as a part
of their rehabilitation training would
not be considered an unrelated business
since such business is a necessary part
of the rehabilitation program.

(5) If an organization receives a pay-
ment pursuant to a contract or agree-
ment under which such organization is
to perform research which constitutes
an unrelated trade or business, the en-
tire amount of such payment is income
from an unrelated trade or business.
See, however, section 512(b), (7), (8),
and (9), relating to the exclusion from
unrelated business taxable income of
income derived from research for the
United States, or any State, and of in-
come derived from research performed
for any person by a college, university,
hospital, or organization operated pri-
marily for the purpose of carrying on
fundamental research the results of
which are freely available to the gen-
eral public.

(b) Exceptions. Section 513(a) specifi-
cally states that the term unrelated
trade or business does not include:

(1) Any trade or business in which
substantially all the work in carrying
on such trade or business is performed
for the organization without compensa-
tion; or

(2) Any trade or business carried on
by an organization described in section
501(c)(3) or by a governmental college
or university described in section
511(a)(2)(B), primarily for the conven-
ience of its members, students, pa-
tients, officers, or employees; or

(3) Any trade or business which con-
sists of selling merchandise, substan-
tially all of which has been received by
the organization as gifts or contribu-
tions.

An example of the operation of the
first of the exceptions mentioned above
would be an exempt orphanage oper-
ating a retail store and selling to the
general public, where substantially all
the work in carrying on such business
is performed for the organization by
volunteers without compensation. An
example of the second exception would
be a laundry operated by a college for
the purpose of laundering dormitory
linens and the clothing of students.
The third exception applies to so-called
thrift shops operated by a tax-exempt
organization where those desiring to
benefit such organization contribute
old clothes, books, furniture, etc., to be
sold to the general public with the pro-
ceeds going to the exempt organiza-
tion.

(c) Special rules respecting publishing
businesses. For a special rule with re-
spect to publishing businesses carried
on by an organization, see section
513(c) of the Code prior to its amend-
ment by section 121(c) of the Tax Re-
form Act of 1969 (83 Stat. 542).

(d) Effective date. Except as provided
in paragraph (g) of § 1.513–1, this section
is applicable with respect to taxable
years beginning before December 13,
1967.

[Sec. 513 as amended by sec. 4, Act of July 14,
1960 (P.L. 86–667, 74 Stat. 536); secs. 121 (b)(4)
and (c), Tax Reform Act of 1969 (83 Stat. 536,
542)]

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6525, 26 FR 190, Jan. 11, 1961;
T.D. 6939, 32 FR 17657, Dec. 12, 1967; T.D. 7392,
40 FR 58643, Dec. 18, 1975; 40 FR 60053, Dec. 31,
1975]
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§ 1.513–3 Qualified convention and
trade show activity.

(a) Introduction—(1) In general. Sec-
tion 513(d) and § 1.513–3(b) provide that
convention and trade show activities
carried on by a qualifying organization
in connection with a qualified conven-
tion or trade show will not be treated
as unrelated trade or business. Con-
sequently, income from qualified con-
vention and trade show activities, de-
rived by a qualifying organization that
sponsors the qualified convention or
trade show, will not be subject to the
tax imposed by section 511. Section
1.513–3(c) defines qualifying organiza-
tions and qualified conventions or
trade shows. Section 1.513–3(d) concerns
the treatment of income derived from
certain activities, including rental of
exhibition space at a qualified conven-
tion or trade show where sales activity
is permitted, and the treatment of sup-
plier exhibits at qualified conventions
and trade shows.

(2) Effective date. This section is effec-
tive for taxable years beginning after
October 4, 1976.

(b) Qualified activities not unrelated. A
convention or trade show activity, as
defined in section 513(d)(3)(A) and
§ 1.513–3(c)(4), will not be considered un-
related trade or business if it is con-
ducted by a qualifying organization de-
scribed in section 513(d)(3)(C) and
§ 1.513–3(c)(1), in conjunction with a
qualified convention or trade show, as
defined in section 513(d)(3)(B) and
§ 1.513–3(c)(2), sponsored by the quali-
fying organization. Such an activity is
a qualified convention or trade show
activity. A convention or trade show
activity which is conducted by an orga-
nization described in section 501(c) (5)
or (6), but which otherwise is not so
qualified under this section, will be
considered unrelated trade or business.

(c) Definitions—(1) Qualifying organi-
zation. Under section 513(d)(3)(C), a
qualifying organization is one which:

(i) Is described in either section 501(c)
(5) or (6), and

(ii) Regularly conducts as one of its
substantial exempt purposes a quali-
fied convention or trade show.

(2) Qualified convention or trade show.
For purposes of this section, the term
qualified convention or trade show means

a show that meets the following re-
quirements:

(i) It is conducted by a qualifying or-
ganization described in section
513(d)(3)(C);

(ii) At least one purpose of the spon-
soring organization in conducting the
show is the education of its members,
or the promotion and stimulation of in-
terest in, and demand for, the products
or services of the industry (or segment
thereof) of the members of the quali-
fying organization; and

(iii) The show is designed to achieve
that purpose through the character of
a significant portion of the exhibits or
the character of conferences and semi-
nars held at a convention or meeting.

(3) Show. For purposes of this section,
the term show includes an inter-
national, national, state, regional, or
local convention, annual meeting or
show.

(4) Convention and trade show activity.
For purposes of this section, conven-
tion and trade show activity means
any activity of a kind traditionally
carried on at shows. It includes, but is
not limited to—

(i) Activities designed to attract to
the show members of the sponsoring
organization, members of an industry
in general, and members of the public,
to view industry products or services
and to stimulate interest in, and de-
mand for such products or services;

(ii) Activities designed to educate
persons in the industry about new
products or services or about new rules
and regulations affecting the industry;
and

(iii) Incidental activities, such as fur-
nishing refreshments, of a kind tradi-
tionally carried on at such shows.

(d) Certain activities—(1) Rental of ex-
hibition space. The rental of display
space to exhibitors (including exhibi-
tors who are suppliers) at a qualified
trade show or at a qualified convention
and trade show will not be considered
unrelated trade or business even
though the exhibitors who rent the
space are permitted to sell or solicit
orders.

(2) Suppliers defined. For purposes of
subparagraph (1), a supplier’s exhibit is
one in which the exhibitor displays
goods or services that are supplied to,
rather than by, the members of the
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qualifying organization in the conduct
of such members’ own trades or busi-
nesses.

(e) Example. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. X, an organization described in
section 501(c)(6), was formed to promote the
construction industry. Its membership is
made up of manufacturers of heavy construc-
tion machinery many of whom own, rent, or
lease one or more digital computers pro-
duced by various computer manufacturers. X
is a qualifying organization under section
513(d)(3)(C) that regularly holds an annual
meeting. At this meeting a national industry
sales campaign and methods of consumer fi-
nancing for heavy construction machinery
are discussed. In addition, new construction
machinery developed for use in the industry
is on display with representatives of the var-
ious manufacturers present to promote their
machinery. Both members and nonmembers
attend this portion of the conference. In ad-
dition, manufacturers of computers are
present to educate X’s members. While this
aspect of the conference is a supplier exhibit
(as defined in paragraph (d) of this section),
income earned from such activity by X will
not constitute unrelated business taxable in-
come to X because the activity is conducted
as part of a qualified trade show described in
§ 1.513–3(c).

Example 2. Assume the same facts as in Ex-
ample 1, but the only goods or services dis-
played are those of suppliers, the computer
manufacturers. Selling and order taking are
permitted. No member exhibits are main-
tained. Standing alone, this supplier exhibit
(as defined in paragraph (d)(2) of this sec-
tion) would constitute a supplier show and
not a qualified convention or trade show. In
this situation, however, the rental of exhi-
bition space to suppliers is not unrelated
trade or business. It is conducted by a quali-
fying organization in conjunction with a
qualified convention or trade show. The show
(the annual meeting) is a qualified conven-
tion or trade show because one of its pur-
poses is the promotion and stimulation of in-
terest in, and demand for, the products or
services of the industry through the char-
acter of the annual meeting.

Example 3. Y is an organization described
in section 501(c)(6). The organization con-
ducts an annual show at which its members
exhibit their products and services in order
to promote public interest in the line of busi-
ness. Potential customers are invited to the
show, and sales and order taking are per-
mitted. The organization secures the exhi-
bition facility, undertakes the planning and
direction of the show, and maintains exhibits
designed to promote the line of business in
general. The show is a qualified convention

or trade show described in paragraph (c)(2) of
this section. The provision of exhibition
space to individual members is a qualified
trade show activity, and is not unrelated
trade or business.

Example 4. Z is an organization described in
section 501(c)(6) that sponsors an annual
show. As the sole activity at the show, sup-
pliers to the members of Z exhibit their
products and services for the purpose of
stimulating the sale of their products. Sell-
ing and order taking are permitted. The
show is a supplier show and does not meet
the definition of a qualified convention show
as it does not satisfy any of the three alter-
native bases for qualification. First, the
show does not stimulate interest in the
members’ products through the character of
product exhibits as the only products exhib-
ited are those of suppliers rather than mem-
bers. Second, the show does not stimulate in-
terest in members’ products through con-
ferences or seminars as no such conferences
are held at the show. Third, the show does
not meet the definition of a qualified show
on the basis of educational activities as the
exhibition of suppliers’ products is designed
primarily to stimulate interest in, and sale
of, suppliers’ products. Thus, the organiza-
tion’s provision of exhibition space is not a
qualified convention or trade show activity.
Income derived from rentals of exhibition
space to suppliers will be unrelated business
taxable income under section 512.

[T.D. 7896, 48 FR 23817, May 27, 1983]

§ 1.513–5 Certain bingo games not un-
related trade or business.

(a) In general. Under section 513(f),
and subject to the limitations in para-
graph (C) of this section, in the case of
an organization subject to the tax im-
posed by section 511, the term unrelated
trade or business does not include any
trade or business that consists of con-
ducting bingo games (as defined in
paragraph (d) of this section).

(b) Exception. The provisions of this
section shall not apply with respect to
any bingo game otherwise excluded
from the term unrelated trade or busi-
ness by reason of section 513(a)(1) and
§ 1.513–1(e)(1) (relating to trades or busi-
nesses in which substantially all the
work is performed without compensa-
tion).

(c) Limitations—(1) Bingo games must
be legal. Paragraph (a) of this section
shall not apply with respect to any
bingo game conducted in violation of
State or local law.

(2) No commercial competition. Para-
graph (a) of this section shall not apply
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with respect to any bingo game con-
ducted in a jurisdiction in which bingo
games are ordinarily carried out on a
commercial basis. Bingo games are or-
dinarily carried out on a commercial basis
within a jursidiction if they are regu-
larly carried on (within the meaning of
§ 1.513–1(c)) by for-profit organizations
in any part of that jurisidiction. Nor-
mally, the entire State will constitute
the appropriate jurisdiction for deter-
mining whether bingo games are ordi-
narily carried out on a commercial
basis. However, if State law permits
local jurisdictions to determine wheth-
er bingo games may be conducted by
for-profit organizations, or if State law
limits or confines the conduct of bingo
games by for-profit organizations to
specific local jurisdictions, then the
local jurisdiction will constitute the
appropriate jurisdiction for deter-
mining whether bingo games are ordi-
narily carried out on a commercial
basis.

(3) Examples. The application of this
paragraph is illustrated by the exam-
ples that follow. In each example, it is
assumed that the bingo games referred
to are operated by individuals who are
compensated for their services. Accord-
ingly, none of the bingo games would
be excluded from the term unrelated
trade or business under section 513 (a)
(1).

Example 1. Church Z, a tax-exempt organi-
zation, conducts weekly bingo games in
State O. State and local laws in State O ex-
pressly provide that bingo games may be
conducted by tax-exempt organizations.
Bingo games are not conducted in State O by
any for-profit businesses. Since Z’s bingo
games are not conducted in violation of
State or local law and are not the type of ac-
tivity ordinarily carried out on a commer-
cial basis in State O, Z’s bingo games do not
constitute unrelated trade or business.

Example 2. Rescue Squad X, a tax-exempt
organization, conducts weekly bingo games
in State M. State M has a statutory provi-
sion that prohibits all forms of gambling in-
cluding bingo games. However, that law gen-
erally is not enforced by State officials
against local charitable organizations such
as X that conduct bingo games to raise
funds. Since bingo games are illegal under
State law, X’s bingo games constitute unre-
lated trade or business regardless of the de-
gree to which the State law is enforced.

Example 3. Veteran’s organizations Y and
X, both tax-exempt organizations, are orga-
nized under the laws of State N. State N has

a statutory provision that permits bingo
games to be conducted by tax-exempt orga-
nizations. In addition, State N permits bingo
games to be conducted by for-profit organi-
zations in city S, a resort community lo-
cated in county R. Several for-profit organi-
zations conduct nightly bingo games in city
S. Y conducts weekly bingo games in city S.
X conducts weekly bingo games in county R.
Since State law confines the conduct of
bingo games by for-profit organizations to
city S, and since bingo games are regularly
carried on there by those organizations, Y’s
bingo games conducted in city S constitute
unrelated trade or business. However, X’s
bingo games conducted in county R outside
of city S do not constitute unrelated trade or
business.

(d) Bingo game defined. A bingo game
is a game of chance played with cards
that are generally printed with five
rows of five squares each. Participants
place markers over randomly called
numbers on the cards in an attempt to
form a preselected pattern such as a
horizontal, vertical, or diagonal line,
or all four corners. The first partici-
pant to form the preselected pattern
wins the game. As used in this section,
the term bingo game means any game of
bingo of the type described above in
which wagers are placed, winners are
determined, and prizes or other prop-
erty is distributed in the presence of
all persons placing wagers in that
game. The term bingo game does not
refer to any game of chance (including,
but not limited to, keno games, dice
games, card games, and lotteries) other
than the type of game described in this
paragraph.

(e) Effective date. Section 513(f) and
this section apply to taxable years be-
ginning after December 31, 1969.

[T.D. 7699, 45 FR 33970, May 21, 1980]

§ 1.513–6 Certain hospital services not
unrelated trade or business.

(a) In general. Under section 513(e),
the furnishing of a service listed in sec-
tion 501(e)(1)(A) by a hospital to one or
more other hospitals will not con-
stitute unrelated trade or business if—

(1) The service is provided solely to
hospitals that have facilities to serve
not more than 100 inpatients,

(2) The service would, if performed by
the recipient hospital, constitute an
activity consistent with that hospital’s
exempt purposes, and

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00174 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



175

Internal Revenue Service, Treasury § 1.513–7

(3) The service is provided at a fee
not in excess of actual cost, including
straight line depreciation and a reason-
able rate of return on the capital goods
used to provide the service. For pur-
poses of this section, a rate of return
on capital goods will be considered rea-
sonable provided that it does not ex-
ceed, on an annual basis, the percent-
age described below which is based on
the average of the rates of interest on
special issues of public debt obligations
issued to the Federal Hospital Insur-
ance Trust Fund for each of the
months included in the taxable year of
the hospital duringwhich the captial
goods are used in providing the service.
Determinations as to the cost of serv-
ices and the applicable rate of return
should be made as prescribed by 42
U.S.C. 1395x(v)(1) (A) and (B) and the
regulations thereunder (permitting a
health care facility to be reimbursed
under the Medicare program for the
reasonable cost of (its) services, includ-
ing, in the case of certain proprietary
facilities, a reasonable return on equity
capital). For taxable years beginning on
or before May 14, 1986, the rate of re-
turn shall be one and one-half times
the average of the rates of interest on
public debt obligations described above
which were in effect on or before April
20, 1983.

(b) Hospital defined. As used in this
section the word hospital means a hos-
pital described in section
170(b)(1)(A)(iii).

(c) Example. The provisions of this
section are illustrated by the following
example:

Example. A large metropolitan hospital
provides various services to other hospitals.
The hospital furnishes a purchasing service
to hosptials N and O, a data processing serv-
ice to hospitals R and S, and a food service
to hospitals X and Y. All the hospitals are
described in section 170(b)(1)(A)(iii). All the
hospitals have facilities to serve not more
than 100 inpatients except hospital N. The
services are furnished at cost to all hospitals
except that hospital R is charged a fee in ex-
cess of cost for its use of the data processing
service. The purchasing service constitutes
unrelated trade or business because it is not
provided solely to hospitals having facilities
to serve not more than 100 inpatients.

The data processing service constitutes un-
related trade or business because it is pro-
vided at a fee in excess of cost. The food
service satisfies all three requirements of

paragraph (a) of this section and does not
constitute unrelated trade or business.

(d) Effective date. Section 513(e) and
this section apply to taxable years be-
ginning after December 31, 1953.

[T.D. 8075, 51 FR 5322, Feb. 13, 1986; 51 FR
8490, Mar. 12, 1986]

§ 1.513–7 Travel and tour activities of
tax exempt organizations.

(a) Travel tour activities that con-
stitute a trade or business, as defined
in § 1.513–1(b), and that are not substan-
tially related to the purposes for which
exemption has been granted to the or-
ganization constitute an unrelated
trade or business with respect to that
organization. Whether travel tour ac-
tivities conducted by an organization
are substantially related to the organi-
zation’s exempt purpose is determined
by looking at all relevant facts and cir-
cumstances, including, but not limited
to, how a travel tour is developed, pro-
moted and operated. Section 513(c) and
§ 1.513–1(b) also apply to travel tour ac-
tivity. Application of the rules of sec-
tion 513(c) and § 1.513–1(b) may result in
different treatment for individual tours
within an organization’s travel tour
program.

(b) Examples. The provisions of this
section are illustrated by the following
examples. In all of these examples, the
travel tours are priced to produce a
profit for the exempt organization. The
examples are as follows:

Example 1. O, a university alumni associa-
tion, is exempt from federal income tax
under section 501(a) as an educational orga-
nization described in section 501(c)(3). As
part of its activities, O operates a travel tour
program. The program is open to all current
members of O and their guests. O works with
travel agencies to schedule approximately 10
tours annually to various destinations
around the world. Members of O pay $x to
the organizing travel agency to participate
in a tour. The travel agency pays O a per
person fee for each participant. Although the
literature advertising the tours encourages
O’s members to continue their lifelong learn-
ing by joining the tours, and a faculty mem-
ber of O’s related university frequently joins
the tour as a guest of the alumni associa-
tion, none of the tours includes any sched-
uled instruction or curriculum related to the
destinations being visited. The travel tours
made available to O’s members do not con-
tribute importantly to the accomplishment
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of O’s educational purpose. Rather, O’s pro-
gram is designed to generate revenues for O
by regularly offering its members travel
services. Accordingly, O’s tour program is an
unrelated trade or business within the mean-
ing of section 513(a).

Example 2. N is an organization formed for
the purpose of educating individuals about
the geography and culture of the United
States. It is exempt from federal income tax
under section 501(a) as an educational and
cultural organization described in section
501(c)(3). N engages in a number of activities
to accomplish its purposes, including offer-
ing courses and publishing periodicals and
books. As one of its activities, N conducts
study tours to national parks and other loca-
tions within the UnitedStates. The study
tours are conducted by teachers and other
personnel certified by the Board of Edu-
cation of the State of P. The tours are di-
rected toward students enrolled in degree
programs at educational institutions in P, as
reflected in the promotional materials, but
are open to all who agree to participate in
the required study program. Each tour’s
study program consists of instruction on
subjects related to the location being visited
on the tour. During the tour, five or six
hours per day are devoted to organized
study, preparation of reports, lectures, in-
struction and recitation by the students.
Each tour group brings along a library of
material related to the subject being studied
on the tour. Examinations are given at the
end of each tour and the P StateBoard of
Education awards academic credit for tour
participation. Because the tours offered by N
include a substantial amount of required
study, lectures, report preparation, examina-
tions and qualify for academic credit, the
tours are substantially related to N’s edu-
cational purpose. Accordingly, N’s tour pro-
gram is not an unrelated trade or business
within the meaning of section 513(a).

Example 3. R is a section 501(c)(4) social
welfare organization devoted to advocacy on
a particular issue. On a regular basis
throughout the year, R organizes travel
tours for its members to Washington, DC.
While in Washington, the members follow a
schedule according to which they spend sub-
stantially all of their time during normal
business hours over several days attending
meetings with legislators and government
officials and receiving briefings on policy de-
velopments related to the issue that is R’s
focus. Members do have some time on their
own in the evenings to engage in rec-
reational or social activities of their own
choosing. Bringing members to Washington
to participate in advocacy on behalf of the
organization and learn about developments
relating to the organization’s principal focus
is substantially related to R’s social welfare
purpose. Therefore, R’s operation of the trav-
el tours does not constitute an unrelated

trade or business within the meaning of sec-
tion 513(a).

Example 4. S is a membership organization
formed to foster cultural unity and to edu-
cate X Americans about X, their country of
origin. It is exempt from federal income tax
under section 501(a) and is described in sec-
tion 501(c)(3) as an educational and cultural
organization. Membership in S is open to all
Americans interested in the X heritage. As
part of its activities, S sponsors a program of
travel tours to X. The tours are divided into
two categories. Category A tours are trips to
X that are designed to immerse participants
in the X history, culture and language. Sub-
stantially all of the daily itinerary includes
scheduled instruction on the X language, his-
tory and cultural heritage, and visits to des-
tinations selected because of their historical
or cultural significance or because of in-
structional resources they offer. Category B
tours are also trips to X, but rather than of-
fering scheduled instruction, participants
are given the option of taking guided tours
of various X locations included in their
itinerary. Other than the optional guided
tours, Category B tours offer no instruction
or curriculum. Destinations of principally
recreational interest, rather than historical
or cultural interest, are regularly included
on Category B tour itineraries. Based on the
facts and circumstances, sponsoring Cat-
egory A tours is an activity substantially re-
lated to S’s exempt purposes, and does not
constitute an unrelated trade or business
within the meaning of section 513(a). How-
ever, sponsoring Category B tours does not
contribute importantly to S’s accomplish-
ment of its exempt purposes and, thus, con-
stitutes an unrelated trade or business with-
in the meaning of section 513(a).

Example 5. T is a scientific organization en-
gaged in environmental research. T is ex-
empt from federal income tax under section
501(a ) as an organization described in sec-
tion 501(c)(3). T is engaged in a long-term
study of how agricultural pesticide and fer-
tilizer use affects the populations of various
bird species. T collects data at several bases
located in an important agricultural region
of country U. The minutes of a meeting of
T’s Board of Directors state that, after
study, the Board has determined that non-
scientists can reliably perform needed data
collection in the field, under supervision of
T’s biologists. The Board minutes reflect
that the Board approved offering one-week
trips to T’s bases in U, where participants
will assist T’s biologists in collecting data
for the study. Tour participants collect data
during the same hours as T’s biologists. Nor-
mally, data collection occurs during the
early morning and evening hours, although
the work schedule varies by season. Each
base has rustic accommodations and few
amenities, but country U is renowned for its
beautiful scenery and abundant wildlife. T
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promotes the trips in its newsletter and on
its Internet site and through various con-
servation organizations. The promotional
materials describe the work schedule and
emphasize the valuable contribution made
by trip participants to T’s research activi-
ties. Based on the facts and circumstances,
sponsoring trips to T’s bases in country U is
an activity substantially related to T’s ex-
empt purpose, and, thus, does not constitute
an unrelated trade or business within the
meaning of section 513(a).

Example 6. V is an educational organization
devoted to the study of ancient history and
cultures and is exempt from federal income
tax under section 501(a) as an organization
described in section 501(c)(3). In connection
with its educational activities, V conducts
archaeological expeditions around the world,
including in the Y region of country Z. In co-
operation with the National Museum of Z, V
recently presented an exhibit on ancient civ-
ilizations of the Y region of Z, including arti-
facts from the collection of the Z National
Museum. V instituted a program of travel
tours to V’s archaeological sites located in
the Y region. The tours were initially pro-
posed by V staff members as a means of edu-
cating the public about ongoing field re-
search conducted by V. V engaged a travel
agency to handle logistics such as accom-
modations and transportation arrangements.
In preparation for the tours, V developed
educational materials relating to each ar-
chaeological site to be visited on the tour,
describing in detail the layout of the site,
the methods used by V’s researchers in ex-
ploring the site, the discoveries made at the
site, and their historical significance. V also
arranged special guided tours of its exhibit
on the Y region for individuals registered for
the travel tours. Two archaeologists from V
(both of whom had participated in prior ar-
chaeological expeditions in the Y region) ac-
companied the tours. These experts led guid-
ed tours of each site and explained the sig-
nificance of the sites to tour participants. At
several of the sites, tour participants also
met with a working team of archaeologists
from V and the National Museum of Z, who
shared their experiences. V prepared pro-
motional materials describing the edu-
cational nature of the tours, including the
daily trips to V’s archaeological sites and
the educational background of the tour lead-
ers, and providing a recommended reading
list. The promotional materials do not refer
to any particular recreational or sightseeing
activities. Based on the facts and cir-
cumstances, sponsoring trips to the Y region
is an activity substantially related to V’s ex-
empt purposes. The scheduled activities,
which include tours of archaeological sites
led by experts, are part of a coordinated edu-
cational program designed to educate tour
participants about the ancient history of the
Y region of Z and V’s ongoing field research.

Therefore, V’s tour program does not con-
stitute an unrelated trade or business within
the meaning of section 513(a).

Example 7. W is an educational organiza-
tion devoted to the study of the performing
arts and is exempt from federal income tax
under section 501(a) as an organization de-
scribed in section 501(c)(3). In connection
with its educational activities, W presents
public performances of musical and theat-
rical works. Individuals become members of
W by making an annual contribution to W of
$q. Each year, W offers members an oppor-
tunity to travel as a group to one or more
major cities in the United States or abroad.
In each city, tour participants are provided
tickets to attend a public performance of a
play, concert or dance program each evening.
W also arranges a sightseeing tour of each
city and provides evening receptions for tour
participants. W views its tour program as an
important means to develop and strengthen
bonds between W and its members, and to in-
crease their financial and volunteer support
of W. W engaged a travel agency to handle
logistics such as accommodations and trans-
portation arrangements. No educational ma-
terials are prepared by W or provided to tour
participants in connection with the tours.
Apart from attendance at the evening cul-
tural events, the tours offer no scheduled in-
struction, organized study or group discus-
sion. Although several members of W’s ad-
ministrative staff accompany each tour
group, their role is to facilitate member
interaction. The staff members have no spe-
cial expertise in the performing arts and
play no educational role in the tours. W pre-
pared promotional materials describing the
sightseeing opportunities on the tours and
emphasizing the opportunity for members to
socialize informally and interact with one
another and with W staff members, while
pursuing shared interests. Although W’s tour
program may foster goodwill among W mem-
bers, it does not contribute importantly to
W’s educational purposes. W’s tour program
is primarily social and recreational in na-
ture. The scheduled activities, which include
sightseeing and attendance at various cul-
tural events, are not part of a coordinated
educational program. Therefore, W’s tour
program is an unrelated trade or business
within the meaning of section 513(a).

[T.D. 8874, 65 FR 5773, Feb. 7, 2000; 65 FR
16143, Mar. 27, 2000]

§ 1.514(a)–1 Unrelated debt-financed
income and deductions.

(a) Income includible in gross income:
(1) Percentage of income taken into ac-

count—(i) In general. For taxable years
beginning after December 31, 1969,
there shall be included with respect to
each debt-financed property (as defined
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in section 514 and § 1.514(b)–1) as an
item of gross income derived from an
unrelated trade or business the amount
of unrelated debt-financed income (as
defined in subdivision (ii) of this sub-
paragraph). See paragraph (a)(5) of
§ 1.514(c)–1 for special rules regarding
indebtedness incurred before June 28,
1966, applicable for taxable years begin-
ning before January 1, 1972, and for spe-
cial rules applicable to churches or
conventions or associations of church-
es.

(ii) Unrelated debt-financed income.
The unrelated debt-financed income with
respect to each debt-financed property
is an amount which is the same per-
centage (but not in excess of 100 per-
cent) of the total gross income derived
during the taxable year from or on ac-
count of such property as:

(a) The average acquisition indebted-
ness (as defined in subparagraph (3) of
this paragraph) with respect to the
property is of

(b) The average adjusted basis of such
property (as defined in subparagraph
(2) of this paragraph).

(iii) Debt/basis percentage. The per-
centage determined under subdivision
(ii) of this subparagraph is hereinafter
referred to as the debt/basis percentage.

(iv) Example. Subdivisions (i), (ii),
and (iii) of this subparagraph are illus-
trated by the following example. For
purposes of this example it is assumed
that the property is debt-financed
property.

Example. X, an exempt trade association,
owns an office building which in 1971 pro-
duces $10,000 of gross rental income. The av-
erage adjusted basis of the building for 1971
is $100,000, and the average acquisition in-
debtedness with respect to the building for
1971 is $50,000. Accordingly, the debt/basis
percentage for 1971 is 50 percent (the ratio of
$50,000 to $100,000). Therefore, the unrelated
debt-financed income with respect to the
building for 1971 is $5,000 (50 percent of
$10,000).

(v) Gain from sale or other disposition.
If debt-financed property is sold or oth-
erwise disposed of, there shall be in-
cluded in computing unrelated business
taxable income an amount with respect
to such gain (or loss) which is the same
percentage (but not in excess of 100 per-
cent) of the total gain (or loss) derived
from such sale or other disposition as:

(a) The highest acquisition indebted-
ness with respect to such property dur-
ing the 12-month period, preceding the
date of disposition, is of

(b) The average adjusted basis of such
property.

The tax on the amount of gain (or loss)
included in unrelated business taxable
income pursuant to the preceding sen-
tence shall be determined in accord-
ance with the rules set forth in sub-
chapter P, chapter 1 of the Code (relat-
ing to capital gains and losses). See
also section 511(d) and the regulations
thereunder (relating to the minimum
tax for tax preferences).

(2) Average adjusted basis—(i) In gen-
eral. The average adjusted basis of debt-
financed property is the average
amount of the adjusted basis of such
property during that portion of the
taxable year it is held by the organiza-
tion. This amount is the average of:

(a) The adjusted basis of such prop-
erty as of the first day during the tax-
able year that the organization holds
the property, and

(b) The adjusted basis of such prop-
erty as of the last day during the tax-
able year that the organization holds
the property.

See section 1011 and the regulations
thereunder for determination of the ad-
justed basis of property.

(ii) Adjustments for prior taxable years.
For purposes of subdivision (i) of this
subparagraph, the determination of the
average adjusted basis of debt-financed
property is not affected by the fact
that the organization was exempt from
taxation for prior taxable years. Proper
adjustment must be made under sec-
tion 1011 for the entire period since the
acquisition of the property. For exam-
ple, adjustment must be made for de-
preciation for all prior taxable years
whether or not the organization was
exempt from taxation for any such
years. Similarly, the fact that only a
portion of the depreciation allowance
may be taken into account in com-
puting the percentage of deductions al-
lowable under section 514(a)(2) does not
affect the amount of the adjustment
for depreciation which is used in deter-
mining average adjusted basis.

(iii) Cross reference. For the deter-
mination of the basis of debt-financed
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property acquired in a complete or par-
tial liquidation of a corporation in ex-
change for its stock, see § 1.514(d)–1.

(iv) Example. This subparagraph may
be illustrated by the following exam-
ple. For purposes of this example it is
assumed that the property is debt-fi-
nanced property.

Example. On July 10, 1970, X, an exempt
educational organization, purchased an of-
fice building for $510,000, using $300,000 of
borrowed funds. During 1970 the only adjust-
ment to basis is $20,000 for depreciation. As
of December 31, 1970, the adjusted basis of
the building is $490,000 and the indebtedness
is still $300,000. X files its return on a cal-
endar year basis. Under these circumstances,
the debt/basis percentage for 1970 is 60 per-
cent, calculated in the following manner:

Basis

As of July 10, 1970 (acquisition date) ............... $510,000
As of December 31, 1970 ................................. 490,000

Total ..................................................... 1,000,000

Average Adjusted basis:

$1, , $500,000 000 2 000÷ =
Debt/basis percentage:

Average acquisition indebtedness ($300,000)/
Average adjusted basis ($500,000)=60 per-
cent

For an illustration of the determination of
the debt/basis percentage as changes in the
acquisition indebtedness occur, see example
1 of subparagraph (3)(iii) of this paragraph.

(3) Average acquisition indebtedness—
(i) In general. The average acquisition in-
debtedness with respect to debt-fi-
nanced property is the average amount
of the outstanding principal indebted-
ness during that portion of the taxable
year the property is held by the organi-
zation.

(ii) Computation. The average acquisi-
tion indebtedness is computed by de-
termining the amount of the out-
standing principal indebtedness on the
first day in each calendar month dur-
ing the taxable year that the organiza-
tion holds the property, adding these
amounts together, and then dividing
this sum by the total number of
months during the taxable year that
the organization held such property. A
fractional part of a month shall be
treated as a full month in computing
average acquisition indebtedness.

(iii) Examples. The application of this
subparagraph may be illustrated by the
following examples. For purposes of
these examples it is assumed that the
property is debt-financed property.

Example 1. Assume the facts as stated in
the example in subparagraph (2)(iv) of this
paragraph, except that beginning July 20,
1970, the organization makes payments of
$21,000 a month ($20,000 of which is attrib-
utable to principal and $1,000 to interest). In
this situation, the average acquisition in-
debtedness for 1970 is $250,000. Thus, the debt/
basis percentage for 1970 is 50 percent, cal-
culated in the following manner:

Indebtedness
on the first day

in each cal-
endar month
that the prop-
erty is held

Month:
July ......................................................... $300,000
August ..................................................... 280,000
September .............................................. 260,000
October ................................................... 240,000
November ............................................... 220,000
December ............................................... 200,000

Total ......................................... 1,500,000

Average acquisition indebtedness:

$1,500,000÷6 months=$250,000

Debt/basis percentage:
Average acquisition indebtedness ($250,000)/

Average adjusted basis ($500,000)=50 per-
cent

Example 2. Y, an exempt organization, owns
stock in a corporation which it does not con-
trol. At the beginning of the year, Y has an
outstanding principal indebtedness with re-
spect to such stock of $12,000. Such indebted-
ness is paid off at the rate of $2,000 per
month beginning January 30, so that it is re-
tired at the end of 6 months. The average ac-
quisition indebtedness for the taxable year is
$3,500, calculated in the following manner:

Indebtedness
on the first day

in each cal-
endar month
that the prop-
erty is held

Month:
January ................................................... $12,000
February ................................................. 10,000
March ...................................................... 8,000
April ......................................................... 6,000
May ......................................................... 4,000
June ........................................................ 2,000
July thru December ................................ 0

Total ......................................... 42,000

Average acquisition indebtedness:
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$42, $3,000 6 500÷ =months
(4) Indeterminate price—(i) In general.

If an exempt organization acquires (or
improves) property for an indetermi-
nate price, the initial acquisition in-
debtedness and the unadjusted basis
shall be determined in accordance with
subdivisions (ii) and (iii) of this para-
graph, unless the organization has ob-
tained the consent of the Commis-
sioner to use another method to com-
pute such amounts.

(ii) Unadjusted basis. For purposes of
this subparagraph, the unadjusted
basis of property (or of an improve-
ment) is the fair market value of the
property (or improvement) on the date
of acquisition (or the date of comple-
tion of the improvement). The average
adjusted basis of such property shall be
determined in accordance with para-
graph (a)(2) of this section.

(iii) Initial acquisition indebtedness.
For purposes of this subparagraph, the
initial acquisition indebtedness is the
fair market value of the property (or
improvement) on the date of acquisi-
tion (or the date of completion of the
improvement) less any down payment
or other initial payment applied to the
principal indebtedness. The average ac-
quisition indebtednessith respect to
such property shall be computed in ac-
cordance with paragraph (a)(3) of this
section.

(iv) Example. The application of this
subparagraph may be illustrated by the
following example. For purposes of this
example it is assumed that the prop-
erty is debt-financed property.

Example. On January 1, 1971, X, an exempt
trade association, acquires an office building
for a down payment of $310,000 and an agree-
ment to pay 10 percent of the income gen-
erated by the building for 10 years. Neither
the sales price nor the amount which X is ob-
ligated to pay in the future is certain. The
fair market value of the building on the date
of acquisition is $600,000. The depreciation al-
lowance for 1971 is $40,000. Unless X obtains
the consent of the Commissioner to use an-
other method, the unadjusted basis of the
property is $600,000 (the fair market value of
the property on the date of acquisition), and
the initial acquisition indebtedness is
$290,000 (fair market value of $600,000 less ini-
tial payment of $310,000). Under these cir-
cumstances, the average adjusted basis of
the property for 1971 is $580,000, calculated as
follows:

[Initial fair market value+(initial fair mar-
ket value less depreciation)]
÷2=[$600,000+($600,000¥$40,000)]
÷2=$580,000.

If no payment other than the initial pay-
ment is made in 1971, the average acquisition
indebtedness for 1971 is $290,000. Thus, the
debt/basis percentage for 1971 is 50 percent,
calculated as follows:

Average acquisition indebtedness ÷average
adjusted basis=$290,000 ÷$580,000=50 per-
cent

(b) Deductions—(1) Percentage of de-
ductions taken into account. Except as
provided in subparagraphs (4) and (5) of
this paragraph, there shall be allowed
as a deduction with respect to each
debt-financed property an amount de-
termined by applying the debt/basis
percentage to the sum of the deduc-
tions allowable under subparagraph (2)
of this paragraph.

(2) Deductions allowable. The deduc-
tions allowable are those items allowed
as deductions by chapter 1 of the Code
which are directly connected with the
debt-financed property or the income
therefrom (including the dividends re-
ceived deductions allowed by sections
243, 244, and 245), except that:

(i) The allowable deductions are sub-
ject to the modifications provided by
section 512(b) on computation of the
unrelated business taxable income, and

(ii) If the debt-financed property is of
a character which is subject to the al-
lowance for depreciation provided in
section 167, such allowance shall be
computed only by use of the straight-
line method of depreciation.

(3) Directly connected with. To be di-
rectly connected with debt-financed
property or the income therefrom, an
item of deduction must have proximate
and primary relationship to such prop-
erty or the income therefrom. Ex-
penses, depreciation, and similar items
attributable solely to such property
are proximately and primarily related
to such property or the income there-
from, and therefore qualify for deduc-
tion, to the extent they meet the re-
quirements of subparagraph (2) of this
paragraph. Thus, for example, if the
straight-line depreciation allowance
for an office building is $10,000 a year,
an organization would be allowed a de-
duction for depreciation of $10,000 if the
entire building were debt-financed
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property. However, if only one-half of
the building were treated as debt-fi-
nanced property, then the depreciation
allowed as a deduction would be $5,000.
(See example 2 of § 1.514(b)–1(b)(1)(iii).)

(4) Capital losses—(i) In general. If the
sale or exchange of debt-financed prop-
erty results in a capital loss, the
amount of such loss taken into account
in the taxable year in which the loss
arises shall be computed in accordance
with paragraph (a)(1)(v) of this section.
If, however, any portion of such capital
loss not taken into account in such
year may be carried back or carried
over to another taxable year, the debt/
basis percentage is not applied to de-
termine what portion of such capital
loss may be taken as a deduction in the
year to which such capital loss is car-
ried.

(ii) Example. This subparagraph is il-
lustrated by the following example.
For purposes of this example it is as-
sumed that the property is debt-fi-
nanced property.

Example. X, an exempt educational organi-
zation, owns securities which are capital as-
sets and which it has held for more than 6
months. In 1972 X sells the securities at a
loss of $20,000. The debt/basis percentage
with respect to computing the gain (or loss)
derived from the sale of the securities is 40
percent. Thus, X has sustained a capital loss
of $8,000 (40 percent of $20,000) with respect to
the sale of the securities. For 1972 and the
preceding three taxable years X has no other
capital transactions. Under these cir-
cumstances, the $8,000 of capital loss may be
carried over to the succeeding 5 taxable
years without further application of the
debt/basis percentage.

(5) Net operating loss—(i) In general. If,
after applying the debt/basis percent-
age to the income derived from debt-fi-
nanced property and the deductions di-
rectly connected with such income,
such deductions exceed such income,
the organization has sustained a net
operating loss for the taxable year.
This amount may be carried back or
carried over to other taxable years in
accordance with section 512(b)(6). How-
ever, the debt/ basis percentage shall
not be applied in such other years to
determine the amounts that may be
taken as a deduction in those years.

(ii) Example. This subparagraph may
be illustrated by the following exam-
ple. For purposes of this example it is

assumed that the property is debt-fi-
nanced property.

Example. During 1974, Y, an exempt organi-
zation, receives $20,000 of rent from a build-
ing which it owns. Y has no other unrelated
business taxable income for 1974. For 1974 the
deductions directly connected with this
building are property taxes of $5,000, interest
of $5,000 on the acquisition indebtedness, and
salary of $15,000 to the manager of the build-
ing. The debt/basis percentage for 1974 with
respect to the building is 50 percent. Under
these circumstances, Y shall take into ac-
count in computing its unrelated business
taxable income for 1974, $10,000 of income (50
percent of $20,000) and $12,500 (50 percent of
$25,000) of the deductions directly connected
with such income. Thus, for 1974 Y has sus-
tained a net operating loss of $2,500 ($10,000 of
income less $12,500 of deductions) which may
be carried back or carried over to other tax-
able years without further application of the
debt/basis percentage.

[T.D. 7229, 37 FR 28143, Dec. 21, 1972]

§ 1.514(a)–2 Business lease rents and
deductions for taxable years begin-
ning before January 1, 1970.

(a) Effective date. This section applies
to taxable years beginning before Janu-
ary 1, 1970.

(b) In general—(1) Rents includible in
gross income. There shall be included
with respect to each business lease, as
an item of gross income derived from
an unrelated trade or business, an
amount which is the same percentage
(but not in excess of 100 percent) of the
total rents derived during the taxable
year under such lease as:

(i) The amount of the business lease
indebtedness at the close of the taxable
year of the lessor tax-exempt organiza-
tion, with respect to the premises cov-
ered by such lease, is of

(ii) The adjusted basis of such prem-
ises at the close of such taxable year.
For definition of business lease as a
lease for a term of more than 5 years,
and for rules for determining the com-
putation of such 5-year term in certain
specific situations, see § 1.514(f)–1. For
definition of business lease indebted-
ness and allocation of business lease in-
debtedness where only a portion of the
property is subject to a business lease,
see § 1.514(g)–1.

(2) Determination of basis. For pur-
poses of the unrelated business income
tax the basis (unadjusted) of property
is determined under section 1012, and
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the adjusted basis of property is deter-
mined under section 1011. The deter-
mination of the adjusted basis of prop-
erty is not affected by the fact that the
organization was exempt from tax for
prior taxable years. Proper adjustment
must be made under section 1011 for
the entire period since the acquisition
of the property. Thus adjustment must
be made for depreciation for all taxable
years whether or not the organization
was exempt from tax for any of such
years. Similarly, for taxable years dur-
ing which the organization is subject
to the tax on unrelated business tax-
able income the fact that only a por-
tion of the deduction for depreciation
is taken into account under paragraph
(c) (1) of this section does not affect the
amount of the adjustment for deprecia-
tion.

(3) Examples. The application of this
paragraph may be illustrated by the
following examples, in each of which it
is assumed that the taxpayer makes its
returns under section 511 on the basis
of the calendar year, and that the lease
is not substantially related to the pur-
pose for which the organization is
granted exemption from tax.

Example 1. Assume that a tax-exempt edu-
cational organization purchased property in
1952 for $600,000, using borrowed funds, and
leased the building for a period of 20 years.
Assume further that the adjusted basis of
such building at the close of 1954 is $500,000
and that, at the close of 1954, $200,000 of the
indebtedness incurred to acquire the prop-
erty remains outstanding. Since the amount
of the outstanding indebtedness is two-fifths
of the adjusted basis of the building at the
close of 1954, two-fifths of the gross rental re-
ceived from the building during 1954 shall be
included as an item of gross income in com-
puting unrelated business taxable income. If,
at the close of a subsequent taxable year, the
outstanding indebtedness is $100,000 and the
adjusted basis of the building is $400,000, one-
fourth of the gross rental for such taxable
year shall be included as an item of gross in-
come in computing unrelated business tax-
able income for such taxable year.

Example 2. Assume that a tax-exempt orga-
nization owns a four-story building, that in
1954 it borrows $100,000 which it uses to im-
prove the whole building, and that it there-
after in 1954 rents the first and second floors
of the building under six-year leases at rent-
als of $4,000 a year. The third and fourth
floors of the building are leased on a yearly
basis during 1954. Assume, also, that the ad-
justed basis of the real property at the end of

1954 (after reflecting the expenditures for im-
proving the building) is $200,000, allocable
equally to each of the four stories. Under
these facts, only one-half of the real prop-
erty is subject to a business lease since only
one-half is rented under a lease for more
than 5 years. See § 1.514(f)–1. The percentage
of the rent under such lease which is taken
into account is determined by the ratio
which the allocable part of the business lease
indebtedness bears to the allocable part of
the adjusted basis of the real property, that
is, the ratio which one-half of the $100,000 of
business lease indebtedness outstanding at
the close of 1954, or $50,000, bears to one-half
of the adjusted basis of the business lease
premises at the close of 1954, or $100,000. The
percentage of rent which is business lease in-
come for 1954 is, therefore, one-half (the
ratio of $50,000 to $100,000) of $8,000, or $4,000,
and this amount of $4,000 is considered an
item of gross income derived from an unre-
lated trade or business.

(c) Deductions—(1) Deductions allow-
able against gross income. The same per-
centage is used in determining both the
portion of the rent and the portion of
the deductions taken into account with
respect to the business lease in com-
puting unrelated business taxable in-
come. Such percentage is applicable
only to the sum of the following deduc-
tions allowable under section 161:

(i) Taxes and other expenses paid or
accrued during the taxable year upon
or with respect to the real property
subject to the business lease;

(ii) Interest paid or accrued during
the taxable year on the business lease
indebtedness;

(iii) A reasonable allowance for ex-
haustion, wear and tear (including a
reasonable allowance for obsolescence)
of the real property subject to such
lease.

Where only a portion of the real prop-
erty is subject to the business lease,
there shall be taken into account only
those amounts of the above-listed de-
ductions which are properly allocable
to the premises covered by such lease.

(2) Excess deductions. The deductions
allowable under subparagraph (1) of
this paragraph with respect to a busi-
ness lease are not limited by the
amount included in gross income with
respect to the rent from such lease.
Any excess of such deductions over
such gross income shall be applied
against other items of gross income in
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computing unrelated business taxable
income taxable under section 511(a).

(3) Example. The application of this
paragraph may be illustrated by the
following example:

Example. Assume the same facts as those in
example 1 in paragraph (b)(3) of this section.
Assume, also that for 1954 the organization
pays taxes of $4,000 on the property, interest
of $6,000 on its business lease indebtedness,
and that the depreciation allowable for 1954
under section 167 is $10,000. Under the facts
set forth in such example 1 and in this exam-
ple, the deductions to be taken into account
for 1954 in computing unrelated business tax-
able income would be two-fifths of the total
of the deductions of $20,000, that is $8,000.

[T.D. 7229, 37 FR 28145, Dec. 21, 1972]

§ 1.514(b)–1 Definition of debt-financed
property.

(a) In general. For purposes of section
514 and the regulations thereunder, the
term debt-financed property means any
property which is held to produce in-
come (e.g., rental real estate, tangible
personal property, and corporate
stock), and with respect to which there
is an acquisition indebtedness (deter-
mined without regard to whether the
property is debt-financed property) at
any time during the taxable year. The
term income is not limited to recurring
income but applies as well to gains
from the disposition of property. Con-
sequently, when any property held to
produce income by an organization
which is not used in a manner de-
scribed in section 514(b)(1) (A), (B), (C),
or (D) is disposed of at a gain during
the taxable year, and there was an ac-
quisition indebtedness outstanding
with respect to such property at any
time during the 12-month period pre-
ceding the date of disposition (even
though such period covers more than 1
taxable year), such property is debt-fi-
nanced property. For example, assume
that on June 1, 1972, an organization is
given mortgaged, unimproved property
which it does not use in a manner de-
scribed in section 514(b)(1) (A), (B), (C),
or (D) and that the organization as-
sumes payment ofthe mortgage on such
property. On July 15, 1972, the organi-
zation sells such property for a gain.
Such property is debt-financed property
and such gain is taxable as unrelated
debt-financed income. See section
514(c) and § 1.514(c)–1 for rules relating

to when there is acquisition indebted-
ness with respect to property. See
paragraph (a) of § 1.514(a)–1 for rules de-
termining the amount of income or
gain from debt-financed property which
is treated as unrelated debt-financed
income.

(b) Exceptions—(1) Property related to
certain exempt purposes. (i) To the ex-
tent that the use of any property is
substantially related (aside from the
need of the organization for income or
funds or the use it makes of the profits
derived) to the exercise or performance
by an organization of its charitable,
educational, or other purpose or func-
tion constituting its basis for exemp-
tion under section 501 (or, in the case
of an organization described in section
511(a)(2)(B), to the exercise or perform-
ance of any purpose or function des-
ignated in section 501(c)(3)) such prop-
erty shall not be treated as debt-fi-
nanced property. See § 1.513–1 for prin-
ciples applicable in determining wheth-
er there is a substantial relationship to
the exempt purpose of the organiza-
tion.

(ii) If substantially all of any prop-
erty is used in a manner described in
subdivision (i) of this subparagraph,
such property shall not be treated as
debt-financed property. In general the
preceding sentence shall apply if 85
percent or more of the use of such
property is devoted to the organiza-
tion’s exempt purpose. The extent to
which property is used for a particular
purpose shall be determined on the
basis of all the facts and cir-
cumstances. These may include (where
appropriate):

(a) A comparison of the portion of
time such property is used for exempt
purposes with the total time such prop-
erty is used,

(b) A comparison of the portion of
such property that is used for exempt
purposes with the portion of such prop-
erty that is used for all purposes, or

(c) Both the comparisons described in
(a) and (b) of this subdivision.

(iii) This subparagraph may be illus-
trated by the following examples. For
purposes of these examples it is as-
sumed that the indebtedness is acquisi-
tion indebtedness.

Example 1. W, an exempt organization,
owns a computer with respect to which there
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is an outstanding principal indebtedness and
which is used by W in the performance of its
exempt purpose. W sells time for the use of
the computer to M corporation on occasions
when the computer is not in full-time use by
W. W uses the computer in furtherance of its
exempt purpose more than 85 percent of the
time it is in use and M uses the computer
less than 15 percent of the total operating
time the computer is in use. In this situa-
tion, substantially all the use of the com-
puter is related to the performance of W’s ex-
empt purpose. Therefore, no portion of the
computer is treated as debt-financed prop-
erty.

Example 2. X, an exempt college, owns a
four story office building which has been
purchased with borrowed funds. In 1971, the
lower two stories of the building are used to
house computers which are used by X for ad-
ministrative purposes. The top two stories
are rented to the public for purposes not de-
scribed in section 514(b)(1) (A), (B), (C), or
(D). The gross income derived by X from the
building is $6,000, all of which is attributable
to the rents paid by tenants. There are $2,000
of expenses, allocable equally to each use of
the building. The average adjusted basis of
the building for1971 is $100,000, and the out-
standing principal indebtedness throughout
1971 is $60,000. Thus, the average acquisition
indebtedness for 1971 is $60,000. In accordance
with subdivision (i) of this subparagraph,
only the upper half of the building is debt-fi-
nanced property. Consequently, only the
rental income and the deductions directly
connected with such income are to be taken
into account in computing unrelated busi-
ness taxable income. The portion of such
amounts to be taken into account is deter-
mined by multiplying the $6,000 of rental in-
come and $1,000 of deductions directly con-
nected with such rental income by the debt/
basis percentage. The debt/basis percentage
is the ratio which the allocable part of the
average acquisition indebtedness is of the al-
locable part of the average adjusted basis of
the property, that is, the ratio which $30,000
(one-half of $60,000) bears to $50,000 (one-half
of $100,000). Thus, the debt/basis percentage
for 1971 is 60 percent (the ratio of $30,000 to
$50,000). Under these circumstances, X shall
include net rental income of $3,000 in its un-
related business taxable income for 1971,
computed as follows:
Total rental income .............................................. $6,000
Deductions directly connected with rental in-

come ................................................................. $1,000
Debt/basis percentage ($30,000/$50,000) .......... 60%
Rental income treated as gross income from an

unrelated trade or business (60 percent of
$6,000) ............................................................. $3,600

Less the allowable portion of deductions directly
connected with such income (60 percent of
$1,000) ............................................................. $600

Net rental income included by X in computing its
unrelated business taxable income pursuant
to section 514 ................................................... $3,000

Example 3. Assume the facts as stated in
example 2 except that on December 31, 1971,
X sells the building and realizes a long-term
capital gain of $10,000. This is X’s only cap-
ital transaction for 1971. An allocable por-
tion of this gain is subject to tax. This
amount is determined by multiplying the
gain related to the nonexempt use, $5,000
(one-half of $10,000), by the ratio which the
debtedness for the 12-month period preceding
the date of sale, $30,000 (one-half of $60,000),
is of the allocable part of the average ad-
justed basis, $50,000 (one-half of $100,000).
Thus, the debt/basis percentage with respect
to computing the gain (or loss) derived from
the sale of the building is 60 percent (the
ratio of $30,000 to $50,000). Consequently,
$3,000 (60 percent of $5,000) is a net section
1201 gain (capital gain net income for taxable
years beginning after December 31, 1976). The
portion of such gain which is taxable shall be
determined in accordance with rules con-
tained in subchapter P, chapter 1 of the Code
(relating to capital gains and losses). See
also section 511(d) and the regulations there-
under (relating to the minimum tax for tax
preferences).

(2) Property used in an unrelated trade
or business—(i) In general. To the extent
that the gross income from any prop-
erty is treated as income from the con-
duct of an unrelated trade or business,
such property shall not be treated as
debt-financed property. However, any
gain on the disposition of such prop-
erty which is not included in the in-
come of an unrelated trade or business
by reason of section 512(b)(5) is includ-
ible as gross income derived from or on
account of debt-financed property under
paragraph (a)(1) of § 1.514(a)–1.

(ii) Amounts specifically taxable under
other provisions of the Code. Section 514
does not apply to amounts which are
otherwise included in the computation
of unrelated business taxable income,
such as rents from personal property
includible pursuant to section 512(b)(13)
or rents and interest from controlled
organizations includible pursuant to
section 512(b)(3). See paragraph (1)(5) of
§ 1. 512(b)–1 for the rules determining
the manner in which amounts are
taken into account where such
amounts may be included in the com-
putation of unrelated business taxable
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income by operation of more than one
provision of the Code.

(3) Examples. Subparagraphs (1) and
(2) of this paragraph may be illustrated
by the following examples. For pur-
poses of these examples it is assumed
that the indebtedness is acquisition in-
debtedness.

Example 1. X, an exempt scientific organi-
zation, owns a 10-story office building. Dur-
ing 1972, four stories are occupied by X’s ad-
ministrative offices, and the remaining six
stories are rented to the public for purposes
not described in section 514(b)(1) (A), (B), (C),
or (D). On December 31, 1972, the building is
sold and X realizes a long-term capital gain
of $100,000. This is X’s only capital trans-
action for 1972. The debt/basis percentage
with respect to computing the gain (or loss)
derived from the sale of the building is 30
percent. Since 40 percent of the building was
used for X’s exempt purpose, only 60 percent
of the building is debt-financed property.
Thus, only $60,000 of the gain (60 percent of
$100,000) is subject to this section. Con-
sequently, the amount of gain treated as un-
related debt-financed income is $18,000
($60,000 multiplied by the debt/basis percent-
age of 30 percent). The portion of such $18,000
which is taxable shall be determined in ac-
cordance with the rules contained in sub-
chapter P, chapter 1 of the Code. See also
section 511(d) and the regulations thereunder
(relating to the minimum tax for tax pref-
erences).

Example 2. Y, an exempt organization, owns
two properties, a restaurant and an office
building. In 1972, all the space in the office
building, except for the portion utilized by Y
to house the administrative offices of the
restaurant, is rented to the public for pur-
poses not described in section 514(b)(1) (A),
(B), (C), or (D). The average adjusted basis of
the office building for 1972 is $2 million. The
outstanding principal indebtedness through-
out 1972 is $1 million. Thus, the highest ac-
quisition indebtedness in the calendar year
of 1972 is $1 million. It is determined that 30
percent of the space in the office building is
used for the administrative functions en-
gaged in by the employees of the organiza-
tion with respect to the restaurant. Since
the income attributable to the restaurant is
attributable to the conduct of an unrelated
trade or business, only 70 percent of the
building is treated as debt-financed property
for purposes of determining the portion of
the rental income which is unrelated debt-fi-
nanced income. On December 31, 1972, the of-
fice building is sold and Y realizes a long-
term capital gain of $250,000. This is Y’s only
capital transaction for 1972. In accordance
with subparagraph (2)(i) of this paragraph,
all the gain derived from this sale is taken
into account in computing the amount of

such gain subject to tax. The portion of such
gain which is taxable is determined by mul-
tiplying the $250,000 gain by the debt/basis
percentage. The debt/basis percentage is the
ratio which the highest acquisition indebted-
ness for the 12-month period preceding the
date of sale, $1 million, is of the
averageadjusted basis, $2 million. Thus, the
debt/basis percentage with respect to com-
puting the gain (or loss) derived from the
sale of the building is 50 percent (the ratio of
$1 million to $2 million). Consequently,
$125,000 (50 percent of $250,000) is a net sec-
tion 1201 gain (net capital gain for taxable
years beginning after December 31, 1976). The
amount of such gain which is taxable shall
be determined in accordance with the rules
contained in subchapter P, chapter 1 of the
Code. See also section 511(d) and the regula-
tions thereunder.

Example 3. (a) Z, an exempt university,
owns all the stock of M, a nonexempt cor-
poration. During 1971 M leases from Z Uni-
versity a factory unrelated to Z’s exempt
purpose and a dormitory for the students of
Z, for a total annual rent of $100,000: $80,000
for the factory and $20,000 for the dormitory.
During 1971, M has $500,000 of taxable income,
disregarding the rent paid to Z: $150,000 from
the dormitory and $350,000 from the factory.
The factory is subject to a mortgage of
$150,000. Its average adjusted basis for 1971 is
determined to be $300,000. Z’s deductions for
1971 with respect to the leased property are
$4,000 for the dormitory and $16,000 for the
factory. In accordance with subdivision (ii)
of this subparagraph, section 514 applies only
to that portion of the rent which is excluded
from the computation of unrelated business
taxable income by operation of section
512(b)(3) and not included in such computa-
tion pursuant to section 512(b)(13). Since all
the rent received by Z is derived from real
property, section 512(b)(3) would exclude all
such rent from computation of Z’s unrelated
business taxable income. However, 70 percent
of the rent paid to Z with respect to the fac-
tory and 70 percent of the deductions di-
rectly connected with such rent shall be
taken into account by Z in determining its
unrelated business taxable income pursuant
to section 512(b)(15), computed as follows:
M’s taxable income (disregarding rent paid to Z) $500,000
Less taxable income from dormitory ................... $150,000

Excess taxable income ........................................ $350,000
Ratio ($350,000/$500,000) .................................. 7⁄10

Total rent paid to Z .............................................. $100,000
Total deductions ($4,000+$16,000) ..................... $20,000
Rental income treated under section 512(b)(15)

as gross income from an unrelated trade or
business (7⁄10 of $100,000) .............................. $70,000

Less deductions directly connected with such in-
come (7⁄10 of $20,000) ..................................... $14,000

Net rental income included by Z in computing its
unrelated business taxable income pursuant
to section 512(b)(15) ........................................ $56,000
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(b) Since only that portion of the rent de-
rived from the factory and the deductions di-
rectly connected with such rent not taken
into account pursuant to section 512(b)(15)
may be included in computing unrelated
business taxable income by operation of sec-
tion 514, only $10,000 ($80,000 minus $70,000) of
rent and $2,000 ($16,000 minus $14,000) of de-
ductions are so taken into account. The por-
tion of such amounts to be taken into ac-
count is determined by multiplying the
$10,000 of income and $2,000 of deductions by
the debt/basis percentage. The debt/basis per-
centage is the ratio which the average acqui-
sition indebtedness ($150,000) is of the aver-
age adjusted basis of the property ($300,000).
Thus, the debt/basis percentage for 1971 is 50
percent (the ratio of $150,000 to $300,000).
Under these circumstances, Z shall include
net rental income of $4,000 in its unrelated
business taxable income for 1971, computed
as follows:
Total rents ............................................................ $10,000
Deductions directly connected with such rents ... $2,000
Debt/basis percentage ($150,000/$300,000) ...... 50%
Rental income treated as gross income from an

unrelated trade or business (50 percent of
$10,000) ........................................................... $5,000

Less the allowable portion of deductions directly
connected with such income (50 percent of
$2,000) ............................................................. $1,000

Net rental income included by Z in computing its
unrelated business taxable income pursuant
to section 514 ................................................... $4,000

(4) Property related to research activi-
ties. To the extent that the gross in-
come from any property is derived
from research activities excluded from
the tax on unrelated business income
by paragraph (7), (8), or (9) of section
512(b), such property shall not be treat-
ed as debt-financed property.

(5) Property used in thrift shops, etc.
To the extent that property is used in
any trade or business which is excepted
from the definition of unrelated trade or
business by paragraph (1), (2), or (3) of
section 513(a), such property shall not
be treated as debt-financed property.

(6) Use by a related organization. For
purposes of subparagraph (1), (4), or (5)
of this paragraph, use of property by a
related exempt organization (as defined
in paragraph (c)(2)(ii) of this section)
for a purpose described in such sub-
paragraphs shall be taken into account
in order to determine the extent to
which such property is used for a pur-
pose described in such subparagraphs.

(c) Special rules—(1) Medical clinic.
Property is not debt-financed property
if it is real property subject to a lease
to a medical clinic, and the lease is en-
tered into primarily for purposes which

are substantially related (aside from
the need of such organization for in-
come or funds or the use it makes of
the rents derived) to the exercise or
performance by the lessor of its chari-
table, educational, or other purpose or
function constituting the basis for its
exemption under section 501. For exam-
ple, assume that an exempt hospital
leases all of its clinic space to an unin-
corporated association of physicians
and surgeons who, by the provisions of
the lease, agree to provide all of the
hospital’s out-patient medical and sur-
gical services and to train all of the
hospital’s residents and interns. In this
situation, the rents received by the
hospital from this clinic are not to be
treated as unrelated debt-financed in-
come.

(2) Related exempt uses—(i) In general.
Property owned by an exempt organi-
zation and used by a related exempt or-
ganization or by an exempt organiza-
tion related to such related exempt or-
ganization shall not be treated as debt-
financed property to the extent such
property is used by either organization
in furtherance of the purpose consti-
tuting the basis for its exemption
under section 501. Furthermore, prop-
erty shall not be treated as debt-fi-
nanced property to the extent such
property is used by a related exempt
organization for a purpose described in
paragraph (b)(4) or (5) of this section.

(ii) Related organizations. For pur-
poses of subdivision (i) of this subpara-
graph, an exempt organization is re-
lated to another exempt organization
only if:

(a) One organization is an exempt
holding company described in section
501(c)(2) and the other organization re-
ceives the profits derived by such ex-
empt holding company,

(b) One organization has control of
the other organization within the
meaning of paragraph (1)(4) of § 1.512(b)-
1,

(c) More than 50 percent of the mem-
bers of one organization are members
of the other organization, or

(d) Each organization is a local orga-
nization which is directly affiliated
with a common state, national, or
international organization which is
also exempt.
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(iii) Examples. This subparagraph
may be illustrated by the following ex-
amples. For purposes of these examples
it is assumed that the indebtedness is
acquisition indebtedness.

Example 1. M, an exempt trade association
described in section 501(c)(6), leases 70 per-
cent of the space of an office building for fur-
therance of its exempt purpose. The title to
such building is held by N, an exempt hold-
ing company described in section 501(c)(2),
which acquired title to the building with
borrowed funds. The other 30 percent of the
space in this office building is leased to L, a
nonstock exempt trade association described
in section 501(c)(6). L uses such office space
in furtherance of its exemptpurpose. The
members of L’s Board of Trustees serves for
fixed terms and M’s Board of Directors has
the power to select all such members. N pays
over to M all the profits it derives from the
leasing of space in this building to M and L.
Accordingly, M is related to N (as such term
is defined in subdivision (ii)(a) of this sub-
paragraph) and L is related to M (as such
term is defined in subdivision (ii)(b) of this
subparagraph). Under these circumstances,
since all the available space in the building
is leased to either an exempt organization
related to the exempt organization holding
title to the building or an exempt organiza-
tion related to such related exempt organiza-
tion, no portion of the building is treated as
debt-financed property.

Example 2. W, an exempt labor union de-
scribed in section 501(c)(5), owns a 10-story
office building which has been purchased
with borrowed funds. Five floors of the build-
ing are used by W in furtherance of its ex-
empt purpose. Four of the other floors are
rented to X which is an exempt voluntary
employees’ beneficiary association described
in section 501(c)(9), operated for the benefit
of W’s members. X uses such office space in
furtherance of its exempt purpose. Seventy
percent of the members of W are also mem-
bers of X. Accordingly, X is related to W (as
such term is defined in subdivision (ii)(c) of
this subparagraph). The remaining floor of
the building is rented to the general public
for purposes not described in section 514(b)(1)
(A), (B), (C), or (D). Under these cir-
cumstances, no portion of this building is
treated as debt-financed property since more
than 85 percent of the office space available
in this building is used either by W or X, an
exempt organization related to W, in further-
ance of their respective exempt purpose. See
paragraph (b)(1) of this section for rules re-
lating to the use of property substantially
related to an exempt purpose. See paragraph
(b)(6) of this section for rules relating to uses
by related exempt organizations.

Example 3. Assume the same facts as in ex-
ample 2, except that W and X are each ex-

empt local labor unions described in section
501(c)(5) having no common membership and
are each affiliated with N, an exempt inter-
national labor union described in section
501(c)(5). Under these circumstances, no por-
tion of this building is treated as debt-fi-
nanced property since more than 85 percent
of the office space available in this building
is used either by W or X, an exempt organi-
zation related to W, in furtherance of their
respective exempt purpose.

Example 4. Assume the same facts as in ex-
ample 3, except that W and X are directly af-
filiated with different exempt international
labor unions and that W and X are not other-
wise affiliated with, or members of, a com-
mon exempt organization, other than an as-
sociation of international labor unions.
Under these circumstances, the portions of
this building which are rented to X and to
the general public are treated as debt-fi-
nanced property since X is not related to W
and W uses less than 85 percent of the build-
ing for its exempt purpose.

(3) Life income contracts. (i) Property
shall not be treated as debt-financed
property when:

(a) An individual transfers property
to a trust or a fund subject to a con-
tract providing that the income is to
be paid to him or other individuals or
both for a period of time not to exceed
the life of such individual or individ-
uals in a transaction in which the pay-
ments to the individual or individuals
do not constitute the proceeds of a sale
or exchange of the property so trans-
ferred, and

(b) The remainder interest is payable
to an exempt organization described in
section 501(c)(3).

(ii) Subdivision (i) of this subpara-
graph is illustrated by the following
example.

Example. On January 1, 1967, A transfers
property to X, an exempt organization de-
scribed in section 501(c)(3), which imme-
diately places the property in a fund. On
January 1, 1971, A transfers additional prop-
erty to X, which property is also placed in
the fund. In exchange for each transfer, A re-
ceives income participation fund certificates
which entitle him to a proportionate part of
the fund’s income for his life and for the life
of another individual. None of the payments
made by X are treated by the recipients as
the proceeds of a sale or exchange of the
property transferred. In this situation, none
of the property received by X from A is
treated as debt-financed property.

(d) Property acquired for prospective ex-
empt use—(1) Neighborhood land— (i) In
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general. If an organization acquires real
property for the principal purpose of
using the land in the exercise or per-
formance of its exempt purpose, com-
mencing within 10 years of the time of
acquisition, such property will not be
treated as debt-financed property, so
long as (a) such property is in the
neighborhood of other property owned
by the organization which is used in
the performance of its exempt purpose,
and (b) the organization does not aban-
don its intent to use the land in such a
manner within the 10-year period. The
rule expressed in this subdivision is
hereinafter referred to as the neighbor-
hood land rule.

(ii) Neighborhood defined. Property
shall be considered in the neighborhood
of property owned and used by the or-
ganization in the performance of its ex-
empt purpose if the acquired property
is contiguous with the exempt purpose
property or would be contiguous with
such property except for the interposi-
tion of a road, street, railroad, stream,
or similar property. If the acquired
property is not contiguous with exempt
function property, it may still be in
the neighborhood of such property, but
only if it is within 1 mile of such prop-
erty and the facts and circumstances of
the particular situation make the ac-
quisition of contiguous property unrea-
sonable. Some of the criteria to con-
sider in determining this question in-
clude the availability of land and the
intended future use of the land. For ex-
ample, a university attempts to pur-
chase land contiguous to its present
campus but cannot do so because the
owners either refuse to sell or ask un-
reasonable prices. The nearest land of
sufficient size and utility is a block
away from the campus. The university
purchases such land. Under these cir-
cumstances, the contiguity require-
ment is unreasonable and the land pur-
chased would be considered neighbor-
hood land.

(iii) Exception. The neighborhood land
rule shall not apply to any property
after the expiration of 10 years from
the date of acquisition. Further, the
neighborhood land rule shall apply
after the first 5 years of the 10-year pe-
riod only if the organization estab-
lishes to the satisfaction of the Com-
missioner that future use of the ac-

quired land in furtherance of the orga-
nization’s exempt purpose before the
expiration of the 10-year period is rea-
sonably certain. In order to satisfy the
Commissioner, the organization does
not necessarily have to show binding
contracts. However, it must at least
have a definite plan detailing a specific
improvement and a completion date,
and some affirmative action toward the
fulfillment of such a plan. This infor-
mation shall be forwarded to the Com-
missioner of Internal Revenue, Wash-
ington, DC 20224, for a ruling at least 90
days before the end of the fifth year
after acquisition of the land.

(2) Actual use. If the neighborhood
land rule is inapplicable because:

(i) The acquired land is not in the
neighborhood of other property used by
the organization in performance of its
exempt purpose, or

(ii) The organization (for the period
after the first 5 years of the 10-year pe-
riod) is unable to establish to the satis-
faction of the Commissioner that the
use of the acquired land for its exempt
purposes within the 10-year period is
reasonably certain,
but the land is actually used by the or-
ganization in furtherance of its exempt
purpose within the 10-year period, such
property (subject to the provisions of
subparagraph (4) of this paragraph)
shall not be treated as debt-financed
property for any period prior to such
conversion.

(3) Limitations—(i) Demolition or re-
moval required. (a) Subparagraphs (1)
and (2) of this paragraph shall apply
with respect to any structure on the
land when acquired by the organiza-
tion, or to the land occupied by the
structure, only so long as the intended
future use of the land in furtherance of
the organization’s exempt purpose re-
quires that the structure be demolished
or removed in order to use the land in
such a manner. Thus, during the first 5
years after acquisition (and for subse-
quent years if there is a favorable rul-
ing in accordance with subparagraph
(1)(iii) of this paragraph) improved
property is not debt-financed so long as
the organization does not abandon its
intent to demolish the existing struc-
tures and use the land in furtherance of
its exempt purpose. Furthermore, if
there is an actual demolition of such

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00188 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



189

Internal Revenue Service, Treasury § 1.514(b)–1

structures, the use made of the land
need not be the one originally in-
tended. Therefore, the actual use re-
quirement of this subdivision may be
satisfied by using the land in any man-
ner which furthers the exempt purpose
of the organization.

(b) Subdivision (i)(a) of this subpara-
graph may be illustrated by the fol-
lowing examples. For purposes of the
following examples it is assumed that
but for the application of the neighbor-
hood land rule such property would be
debt-financed property.

Example 1. An exempt university acquires a
contiguous tract of land on which there is an
apartment building. The university intends
to demolish the apartment building and
build classrooms and does not abandon this
intent during the first 4 years after acquisi-
tion. In the fifth year after acquisition it
abandons the intent to demolish and sells
the apartment building. Under these cir-
cumstances, such property is not debt-fi-
nanced property for the first 4 years after ac-
quisition even though there was no eventual
demolition or use made of such land in fur-
therance of the university’s exempt purpose.
However, such property is debt-financed
property as of the time in the fifth year that
the intent to demolish the building is aban-
doned and any gain on the sale of property is
subject to section 514.

Example 2. Assume the facts as stated in
Example 1 except that the university did not
abandon its intent to demolish the existing
building and construct a classroom building
until the eighth year after acquisition when
it sells the property. Assume further that
the university did not receive a favorable
ruling in accordance with subparagraph
(1)(iii) of this paragraph. Under these cir-
cumstances, the building is debt- financed
property for the sixth, seventh, and eighth
years. It is not, however, treated as debt-fi-
nanced property for the first 5 years after ac-
quisition.

Example 3. Assume the facts as stated in
Example 2 except that the university re-
ceived a favorable ruling in accordance with
subparagraph (1)(iii) of this paragraph. Under
these circumstances, the building is not
debt-financed property for the first 7 years
after acquisition. It only becomes debt-fi-
nanced property as of the time in the eighth
year when the university abandoned its in-
tent to demolish the existing structure.

Example 4. (1) Assume that a university ac-
quires a contiguous tract of land containing
an office building for the principal purpose of
demolishing the office building and building
a modern dormitory. Five years later the
dormitory has not been constructed, and the
university has failed to satisfy the Commis-

sioner that the office building will be demol-
ished and the land will be used in further-
ance of its exempt purpose (and consequently
has failed to obtain a favorable ruling under
subparagraph (1)(iii) of this paragraph). In
the ninth taxable year after acquisition the
university converts the office building into
an administration building. Under these cir-
cumstances, during the sixth, seventh, and
eighth years after acquisition, the office
building is treated as debt-financed property
because the office building was not demol-
ished or removed. Therefore, the income de-
rived from such property during these years
shall be subject to the tax on unrelated busi-
ness income.

(2) Assume that instead of converting the
office building to an administration build-
ing, the university demolishes the office
building in the ninth taxable year after ac-
quisition and then constructs a new adminis-
tration building. Under these circumstances,
the land would not be considered debt-fi-
nanced property for any period following the
acquisition, and the university would be en-
titled to a refund of taxes paid on the income
derived from such property for the sixth
through eighth taxable years after the acqui-
sition in accordance with subparagraph (4) of
this paragraph.

(ii) Subsequent construction. Subpara-
graphs (1) and (2) of this paragraph do
not apply to structures erected on the
land after the acquisition of the land.

(iii) Property subject to business lease.
Subparagraphs (1) and (2) of this para-
graph do not apply to property subject
to a lease which is a business lease (as
defined in § 1.514(f)–1) whether the orga-
nization acquired the property subject
to the lease or whether it executed the
lease subsequent to acquisition. If only
a portion of the real property is subject
to a lease, paragraph (c) of § 1.514(f)–1
applies in determining whether such
lease is a business lease.

(4) Refund of taxes. (i) If an organiza-
tion has not satisfied the actual use
condition of subparagraph (2) of this
paragraph or paragraph (e)(3) of this
section before the date prescribed by
law (including extensions) for filing the
return for the taxable year, the tax for
such year shall be computed without
regard to the application of such actual
use condition. However, if:

(a) A credit or refund of any overpay-
ment of taxes is allowable for a prior
taxable year as a result of the satisfac-
tion of such actual use condition, and

(b) Such credit or refund is prevented
by the operation of any law or rule of
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law (other than chapter 74, relating to
closing agreements and compromises),
such credit or refund may nevertheless
be allowed or made, if a claim is filed
within 1 year after the close of the tax-
able year in which such actual use con-
dition is satisfied. For a special rule
with respect to the payment of interest
at the rate of 4 percent per annum, see
section 514(b)(3)(D), prior to its amend-
ment by section 7(b) of the Act of Jan-
uary 3, 1975 (Pub. L. 93–625, 88 Stat.
2115).

(ii) This subparagraph may be illus-
trated by the following example. For
purposes of this example it is assumed
that but for the neighborhood land rule
such property would be debt-financed
property.

Example. Y, a calendar year exempt organi-
zation, acquires real property in January
1970, which is contiguous with other property
used by Y in furtherance of its exempt pur-
pose. However, Y does not satisfy the Com-
missioner by January 1975, that the existing
structure will be demolished and the land
will be used in furtherance of its exempt pur-
pose. In accordance with this subparagraph,
from 1975 until the property is converted to
an exempt use, the income derived from such
property shall be subject to the tax on unre-
lated business income. During July 1979, Y
demolishes the existing structure on the
land and begins using the land in furtherance
of its exempt purpose. At this time Y may
file claims for refund for the open years 1976
through 1978. Further, in accordance with
this subparagraph, Y may also file a claim
for refund for 1975, even though a claim for
such taxable year may be barred by the stat-
ute of limitations, provided such claim is
filed before the close of 1980.

(e) Churches—(1) In general. If a
church or association or convention of
churches acquires real property, for the
principal purpose of using the land in
the exercise or performance of its ex-
empt purpose, commencing within 15
years of the time of acquisition, such
property shall not be treated as debt-fi-
nanced property so long as the organi-
zation does not abandon its intent to
use the land in such a manner within
the 15-year period.

(2) Exception. This paragraph shall
not apply to any property after the ex-
piration of the 15-year period. Further,
this paragraph shall apply after the
first 5 years of the 15-year period only
if the church or association or conven-
tion of churches establishes to the sat-

isfaction of the Commissioner that use
of the acquired land in furtherance of
the organization’s exempt purpose be-
fore the expiration of the 15-year pe-
riod is reasonably certain. For pur-
poses of the preceding sentence, the
rules contained in paragraph (d)(1)(iii)
of this section with respect to satis-
fying the Commissioner that the ex-
empt organization intends to use the
land within the prescribed time in fur-
therance of its exempt purpose shall
apply.

(3) Actual use. If the church or asso-
ciation or convention of churches for
the period after the first 5 years of the
15-year period is unable to establish to
the satisfaction of the Commissioner
that the use of the acquired land for its
exempt purpose within the 15-year pe-
riod is reasonably certain, but such
land is in fact converted to an exempt
use within the 15-year period, the land
(subject to the provisions of paragraph
(d)(4) of this section) shall not be treat-
ed as debt-financed property for any
period prior to such conversion.

(4) Limitations. The limitations stated
in paragraph (d)(3)(i) and (ii) of this
section shall similarly apply to the
rules contained in this paragraph.

[T.D. 7229, 37 FR 28146, Dec. 21, 1972; 39 FR
6607, Feb. 21, 1974, as amended by T.D. 7384, 40
FR 49322, Oct. 22, 1975; T.D. 7632, 44 FR 42681,
July 20, 1979; T.D. 7728, 45 FR 72651, Nov. 3,
1980]

§ 1.514(c)–1 Acquisition indebtedness.

(a) In general—(1) Definition of acquisi-
tion indebtedness. For purposes of sec-
tion 514 and the regulations there-
under, the term acquisition indebtedness
means, with respect to any debt-fi-
nanced property, the outstanding
amount of:

(i) The principal indebtedness in-
curred by the organization in acquiring
or improving such property.

(ii) The principal indebtedness in-
curred before the acquisition or im-
provement of such property if such in-
debtedness would not have been in-
curred but for such acquisition or im-
provement; and
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(iii) The principal indebtedness in-
curred after the acquisition or im-
provement of such property if such in-
debtedness would not have been in-
curred but for such acquisition or im-
provement and the incurrence of such
indebtedness was reasonably foresee-
able at the time of such acquisition or
improvement.
Whether the incurrence of an indebted-
ness is reasonably foreseeable depends
upon the facts and circumstances of
each situation. The fact that an orga-
nization did not actually foresee the
need for the incurrence of an indebted-
ness prior to the acquisition or im-
provement does not necessarily mean
that the subsequent incurrence of in-
debtedness was not reasonably foresee-
able.

(2) Examples. The application of sub-
paragraph (1) of this paragraph may be
illustrated by the following examples:

Example 1. X, an exempt organization,
pledges some of its investment securities
with a bank for a loan and uses the proceeds
of such loan to purchase an office building
which it leases to the public for purposes
other than those described in section
514(b)(1) (A), (B), (C), or (D). The outstanding
principal indebtedness with respect to the
loan constitutes acquisition indebtedness in-
curred prior to the acquisition which would
not have been incurred but for such acquisi-
tion.

Example 2. Y, an exempt scientific organi-
zation, mortgages its laboratory to replace
working capital used in remodeling an office
building which Y rents to an insurance com-
pany for purposes not described in section
514(b)(1) (A), (B), (C), or (D). The indebted-
ness is acquisition indebtedness since such in-
debtedness, though incurred subsequent to
the improvement of the office building,
would not have been incurred but for such
improvement, and the indebtedness was rea-
sonably foreseeable when, to make such im-
provement, Y reduced its working capital
below the amount necessary to continue cur-
rent operations.

Example 3. (a) U, an exempt private pre-
paratory school, as its sole educational facil-
ity owns a classroom building which no
longer meets the needs of U’s students. In
1971, U sells this building for $3 million to Y,
a corporation which it does not control. U
receives $1 million as a down payment from
Y and takes back a purchase money mort-
gage of $2 million which bears interest at 10
percent per annum. At the time U became
the mortgagee of the $2 million purchase
money mortgage, U realized that it would
have to construct a new classroom building

and knew that it would have to incur an in-
debtedness in the construction of the new
classroom building. In 1972, U builds a new
classroom building for a cost of $4 million. In
connection with the construction of this
building, U borrows $2.5 million from X Bank
pursuant to a deed of trust bearing interest
at 6 percent perannum. Under these cir-
cumstances, $2 million of the $2.5 million
borrowed to finance construction of the new
classroom building would not have been bor-
rowed but for the retention of the $2 million
purchase money mortgage. Since such in-
debtedness was reasonably foreseeable, $2
million of the $2.5 million borrowed to fi-
nance the construction of the new classroom
building is acquisition indebtedness with re-
spect to the purchase money mortgage and
the purchase money mortgage is debt-fi-
nanced property.

(b) In 1972, U receives $200,000 in interest
from Y (10 percent of $2 million) and makes
a $150,000 interest payment to X (6 percent of
$2.5 million). In addition, assume that for
1972 the debt/basis percentage is 100 percent
($2 million/$2 million). Accordingly, all the
interest and all the deductions directly con-
nected with such interest income are to be
taken into account in computing unrelated
business taxable income. Thus, $200,000 of in-
terest income and $120,000 ($150,000 × $2 mil-
lion/$2.5 million) of deductions directly con-
nected with such interest income are taken
into account. Under these circumstances, U
shall include net interest income of $80,000
($200,000 of income less $120,000 of deductions
directly connected with such income) in its
unrelated business taxable income for 1972.

Example 4. In 1972 X, an exempt organiza-
tion, forms a partnership with A and B. The
partnership agreement provides that all
three partners shall share equally in the
profits of the partnership, shall each invest
$3 million, and that X shall be a limited
partner. X invests $1 million of its own funds
in the partnership and $2 million of borrowed
funds. The partnership purchases as its sole
asset an office building which is leased to the
general public for purposes other than those
described in section 514(b)(1) (A), (B), (C), or
(D). The office building cost the partnership
$24 million of which $15 million is borrowed
from Y bank. This loan is secured by a mort-
gage on the entire office building. By agree-
ment with Y bank, X is held not to be per-
sonally liable for payment of such mortgage.
By reason of section 702(b) the character of
any item realized by the partnership and in-
cluded in the partner’s distributive share
shall be determined as if the partner realized
such item directly from the source from
which it was realized by the partnership and
in the same manner. Therefore, a portion of
X’s income from the building is debt-fi-
nanced income. Under these circumstances,
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since both the $2 million indebtedness in-
curred by X in acquiring its partnership in-
terest and $5 million, the allocable portion of
the partnership’sindebtedness incurred with
respect to acquiring the office building
which is attributable to X in computing the
debt/basis percentage (one-third of $15 mil-
lion), were incurred in acquiring income-pro-
ducing property, X has acquisition indebted-
ness of $7 million ($2 million plus $5 million).
Similarly, the allocable portion of the part-
nership’s adjusted basis in the office building
which is attributable to X in computing the
debt-basis percentage is $8 million (one-third
of $24 million). Assuming no payment with
respect to either indebtedness and no adjust-
ments to basis in 1972, X’s average acquisi-
tion indebtedness is $7 million and X’s aver-
age adjusted basis is $8 million for such year.
Therefore, X’s debt/basis percentage with re-
spect to its share of the partnership income
for 1972 is 87.5 percent ($7 million/$8 million).

(3) Changes in use of property. Since
property used in a manner described in
section 514(b)(1) (A), (B), (C), or (D) is
not considered debt-financed property,
indebtedness with respect to such prop-
erty is not acquisition indebtedness.
However, if an organization converts
such property to a use which is not de-
scribed in section 514(b)(1) (A), (B), (C),
or (D) and such property is otherwise
treated as debt-financed property, the
outstanding principal indebtedness
with respect to such property will
thereafter be treated as acquisition in-
debtedness. For example, assume that
in 1971 a university borrows funds to
acquire an apartment building as hous-
ing for married students. In 1974 the
university rents the apartment build-
ing to the public for purposes not de-
scribed in section 514(b)(1) (A), (B), (C),
or (D). The outstanding principal in-
debtedness is acquisition indebtedness as
of the time in 1974 when the building is
first rented to the public.

(4) Continued indebtedness. If:
(i) An organization sells or exchanges

property, subject to an indebtedness
(incurred in a manner described in sub-
paragraph (1) of this paragraph),

(ii) Acquires another property with-
out retiring the indebtedness, and

(iii) The newly acquired property is
otherwise treated as debt-financed
property,
the outstanding principal indebtedness
with respect to the acquired property
is acquisition indebtedness, even though
the original property was not debt-fi-

nanced property. For example, to house
its administrative offices, an exempt
organization purchases a building with
$600,000 of its own funds and $400,000 of
borrowed funds secured by a pledge of
its securities. It later sells the building
for $1,000,000 without redeeming the
pledge. It uses these proceeds to pur-
chase an apartment building which it
rents to the public for purposes not de-
scribed in section 514(b)(1) (A), (B), (C),
or (D). The indebtedness of $400,000 is
acquisition indebtedness with respect to
the apartment building even though
the office building was not debt-fi-
nanced property.

(5) Indebtedness incurred before June
28, 1966. For taxable years beginning
before January 1, 1972, acquisition in-
debtedness does not include any indebt-
edness incurred before June 28, 1966,
unless such indebtedness was incurred
on rental real property subject to a
business lease and such indebtedness
constituted business lease indebted-
ness. Furthermore, in the case of a
church or convention or association of
churches, the preceding sentence ap-
plies without regard to whether the in-
debtedness incurred before June 28,
1966, constituted business lease indebt-
edness.

(b) Property acquired subject to lien—
(1) Mortgages. Except as provided in
subparagraphs (3) and (4) of this para-
graph, whenever property is acquired
subject to a mortgage, the amount of
the outstanding principal indebtedness
secured by such mortgage is treated as
acquisition indebtedness with respect to
such property even though the organi-
zation did not assume or agree to pay
such indebtedness. The preceding sen-
tence applies whether property is ac-
quired by purchase, gift, devise, be-
quest, or any other means. Thus, for
example, assume that an exempt orga-
nization pays $50,000 for real property
valued at $150,000 and subject to a
$100,000 mortgage. The $100,000 of out-
standing principal indebtedness is ac-
quisition indebtedness just as though the
organization had borrowed $100,000 to
buy the property.

(2) Other liens. For purposes of this
paragraph, liens similar to mortgages
shall be treated as mortgages. A lien is
similar to a mortgage if title to prop-
erty is encumbered by the lien for the
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benefit of a creditor. However, in the
case where State law provides that a
tax lien attaches to property prior to
the time when such lien becomes due
and payable, such lien shall not be
treated as similar to a mortgage until
after it has become due and payable
and the organization has had an oppor-
tunity to pay such lien in accordance
with State law. Liens similar to mort-
gages include (but are not limited to):

(i) Deeds of trust,
(ii) Conditional sales contracts,
(iii) Chattel mortgages,
(iv) Security interests under the Uni-

form Commercial Code,
(v) Pledges,
(vi) Agreements to hold title in es-

crow, and
(vii) Tax liens (other than those de-

scribed in the third sentence of this
subparagraph).

(3) Certain encumbered property ac-
quired by gift, bequest or devise—(i) Be-
quest or devise. Where property subject
to a mortgage is acquired by an organi-
zation by bequest or devise, the out-
standing principal indebtedness se-
cured by such mortgage is not to be
treated as acquisition indebtedness dur-
ing the 10-year period following the
date of acquisition. For purposes of the
preceding sentence, the date of acquisi-
tion is the date the organization re-
ceives the property.

(ii) Gifts. If an organization acquires
property by gift subject to a mortgage,
the outstanding principal indebtedness
secured by such mortgage shall not be
treated as acquisition indebtedness dur-
ing the 10-year period following the
date of such gift, so long as:

(a) The mortgage was placed on the
property more than 5 years before the
date of the gift, and

(b) The property was held by the
donor for more than 5 years before the
date of the gift.
For purposes of the preceding sentence,
the date of the gift is the date the or-
ganization receives the property.

(iii) Limitation. Subdivisions (i) and
(ii) of this subparagraph shall not
apply if:

(a) The organization assumes and
agrees to pay all or any part of the in-
debtedness secured by the mortgage, or

(b) The organization makes any pay-
ment for the equity owned by the dece-

dent or the donor in the property
(other than a payment pursuant to an
annuity excluded from the definition of
acquisition indebtedness by paragraph (e)
of this section).

Whether an organization has assumed
and agreed to pay all or any part of an
indebtedness in order to acquire the
property shall be determined by the
facts and circumstances of each situa-
tion.

(iv) Examples. The application of this
subparagraph may be illustrated by the
following examples:

Example 1. A dies on January 1, 1971. His
will devises an office building subject to a
mortgage to U, an exempt organization de-
scribed in section 501(c)(3). U does not at any
time assume the mortgage. For the period
1971 through 1980, the outstanding principal
indebtedness secured by the mortgage is not
acquisition indebtedness. However, after De-
cember 31, 1980, the outstanding principal in-
debtedness secured by the mortgage is acqui-
sition indebtedness if the building is other-
wise treated as debt-financed property.

Example 2. Assume the facts as stated in
example 1 except that on January 1, 1975, U
assumes the mortgage. After January 1, 1975,
the outstanding principal indebtedness se-
cured by the mortgage is acquisition indebt-
edness if the building is otherwise treated as
debt-financed property.

(4) Bargain sale before October 9, 1969.
Where property subject to a mortgage
is acquired by an organization before
October 9, 1969, the outstanding prin-
cipal indebtedness secured by such
mortgage is not to be treated as acqui-
sition indebtedness during the 10-year
period following the date of acquisition
if:

(i) The mortgage was placed on the
property more than 5 years before the
purchase, and

(ii) The organization paid the seller a
total amount no greater than the
amount of the seller’s cost (including
attorney’s fees) directly related to the
transfer of such property to the organi-
zation, but in any event no more than
10 percent of the value of the seller’s
equity in the property transferred.

(c) Extension of obligations—(1) In gen-
eral. An extension, renewal, or refi-
nancing of an obligation evidencing a
preexisting indebtedness is considered
as a continuation of the old indebted-
ness to the extent the outstanding
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principal amount thereof is not in-
creased. Where the principal amount of
the modified obligation exceeds the
outstanding principal amount of the
preexisting indebtedness, the excess
shall be treated as a separate indebted-
ness for purposes of section 514 and the
regulations thereunder. For example, if
the interest rate on an obligation in-
curred prior to June 28, 1966, by an ex-
empt university is modified subsequent
to such date, the modified obligation
shall be deemed to have been incurred
prior to June 28, 1966. Thus, such an in-
debtedness will not be treated as acqui-
sition indebtedness for taxable years
beginning before January 1, 1972, unless
the original indebtedness was business
lease indebtedness (as defined in
§ 1.514(g)–1).

(2) Extension or renewal. In general,
any modification or substitution of the
terms of an obligation by the organiza-
tion shall be an extension or renewal of
the original obligation, rather than the
creation of a new indebtedness to the
extent that the outstanding principal
amount of the indebtedness is not in-
creased. The following are examples of
acts which result in the extension or
renewal of an obligation:

(i) Substitution of liens to secure the
obligation;

(ii) Substitution of obligees, whether
or not with the consent of the organi-
zation;

(iii) Renewal, extension or accelera-
tion of the payment terms of the obli-
gation; and

(iv) Addition, deletion, or substi-
tution of sureties or other primary or
secondary obligors.

(3) Allocation. In cases where the out-
standing principal amount of the modi-
fied obligation exceeds the outstanding
principal amount of the unmodified ob-
ligation and only a portion of such refi-
nanced indebtedness is to be treated as
acquisition indebtedness, payments on
the amount of the refinanced indebted-
ness shall be apportioned prorata be-
tween the amount of the preexisting
indebtedness and the excess amount.
For example, assume that an organiza-
tion has an outstanding principal in-
debtedness of $500,000 which is treated
as acquisition indebtedness. It borrows
another $100,000, which is not acquisi-
tion indebtedness, from the same lend-

ing institution and gives the lender a
$600,000 note for its total obligation. In
this situation, a payment of $60,000 on
the amount of the total obligation
would reduce the acquisition indebted-
ness by $50,000 and the excess indebted-
ness by $10,000.

(d) Indebtedness incurred in performing
exempt purpose. Acquisition indebtedness
does not include the incurrence of an
indebtedness inherent in the perform-
ance or exercise of the purpose or func-
tion constituting the basis of the orga-
nization’s exemption. Thus, acquisition
indebtedness does not include the in-
debtedness incurred by an exempt cred-
it union in accepting deposits from its
members or the obligation incurred by
an exempt organization in accepting
payments from its members to provide
such members with insurance, retire-
ment or other similar benefits.

(e) Annuities—(1) Requirements. The
obligation to make payment of an an-
nuity is not acquisition indebtedness if
the annuity meets all the following re-
quirements:

(i) It must be the sole consideration
(other than a mortgage to which para-
graph (b)(3) of this section applies)
issued in exchange for the property ac-
quired;

(ii) At the time of the exchange, the
present value of the annuity (deter-
mined in accordance with subpara-
graph (2) of this paragraph) must be
less than 90 percent of the value of the
prior owner’s equity in the property re-
ceived in the exchange;

(iii) The annuity must be payable
over the life of one individual in being
at the time the annuity is issued, or
over the lives of two individuals in
being at such time; and

(iv) The annuity must be payable
under a contract which:

(a) Does not guarantee a minimum
number of payments or specify a max-
imum number of payments, and

(b) Does not provide for any adjust-
ment of the amount of the annuity
payments by reference to the income
received from the transferred property
or any other property.

(2) Valuation. For purposes of this
paragraph, the value of an annuity at
the time of exchange shall be computed
in accordance with section 1011(b),
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§ 1.1011–2(e)(1)(iii)(b)(2), and section 3 of
Rev. Rul. 62–216, C.B. 1962–2, 30.

(3) Examples. The application of this
paragraph may be illustrated by the
following examples. For purposes of
these examples it is assumed that the
property transferred is used for pur-
poses other than those described in sec-
tion 514(b)(1) (A), (B), (C), or (D).

Example 1. On January 1, 1971, X, an exempt
organization, receives property valued at
$100,000 from donor A, a male aged 60. In re-
turn X promises to pay A $6,000 a year for
the rest of A’s life, with neither a minimum
nor maximum number of payments specified.
The annuity is payble on December 31, of
each year. The amounts paid under the annu-
ity are not dependent on the income derived
from the property transferred to X. The
present value of this annuity is $81,156, de-
termined in accordance with Table A of Rev.
Rul. 62–216. Since the value of the annuity is
less than 90 percent of A’s equity in the prop-
erty transferred and the annuity meets all
the other requirements of subparagraph (1)
of this paragraph, the obligation to make an-
nuity payments is not acquisition indebted-
ness.

Example 2. On January 1, 1971, B transfers
an office building to Y, an exempt univer-
sity, subject to a mortgage. In return Y
agrees to pay B $5,000 a year for the rest of
his life, with neither a minimum nor max-
imum number of payments specified. The
amounts paid under the annuity are not de-
pendent on the income derived from the
property transferred to Y. It is determined
that the actual value of the annuity is less
than 90 percent of the value of B’s equity in
the property transferred. Y does not assume
the mortgage. For the taxable years 1971
through 1980, the outstanding principal in-
debtedness secured by the mortgage is not
treated as acquisition indebtedness. Further,
Y’s obligation to make annuity payments to
B never constitutes acquisition indebtedness.

(f) Certain Federal financing. Acquisi-
tion indebtedness does not include an
obligation to finance the purchase, re-
habilitation, or construction of hous-
ing for low and moderate income per-
sons to the extent that it is insured by
the Federal Housing Administration.
Thus, for example, to the extent that
an obligation is insured by the Federal
Housing Administration under section
221(d)(3) (12 U.S.C. 1715(I)(d)(3)) or sec-
tion 236 (12 U.S.C. 1715z–1) of title II of
the National Housing Act, as amended,
the obligation is not acquisition indebt-
edness.

(g) Certain obligations of charitable re-
mainder trusts. For purposes of section
664(c) and § 1.664–1(c), a charitable re-
mainder trust (as defined in § 1.664–
1(a)(1)(iii)(a) does not incur acquisition
indebtedness when the sole consider-
ation it is required to pay in exchange
for unencumbered property is an annu-
ity amount or a unitrust amount (as de-
fined in § 1.664–1(a)(1)(iii)(b) and (c)).

[T.D. 7229, 37 FR 28151, Dec. 21, 1972; 38 FR
21918, Aug. 14, 1973; T.D. 7698, 45 FR 33973,
May 21, 1980]

§ 1.514(c)–2 Permitted allocations
under section 514(c)(9)(E).

(a) Table of contents. This paragraph
contains a listing of the major head-
ings of this § 1.514(c)–2.

(a) Table of contents.
(b) Application of section 514(c)(9)(E), relat-

ing to debt-financed real property held
by partnerships.

(1) In general.
(i) The fractions rule.
(ii) Substantial economic effect.
(2) Manner in which fractions rule is ap-

plied.
(i) In general.
(ii) Subsequent changes.

(c) General definitions.
(1) Overall partnership income and loss.
(i) Items taken into account in deter-

mining overall partnership income and
loss.

(ii) Guaranteed payments to qualified or-
ganizations.

(2) Fractions rule percentage.
(3) Definitions of certain terms by cross

reference to partnership regulations.
(4) Example.

(d) Exclusion of reasonable preferred returns
and guaranteed payments.

(1) Overview.
(2) Preferred returns.
(3) Guaranteed payments.
(4) Reasonable amount.
(i) In general.
(ii) Safe harbor.
(5) Unreturned capital.
(i) In general.
(ii) Return of capital.
(6) Timing rules.
(i) Limitation on allocations of income

with respect to reasonable preferred re-
turns for capital.

(ii) Reasonable guaranteed payments may
be deducted only when paid in cash.

(7) Examples.
(e) Chargebacks and offsets.

(1) In general.
(2) Disproportionate allocations.
(i) In general.
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(ii) Limitation on chargebacks of partial
allocations.

(3) Minimum gain chargebacks attrib-
utable to nonrecourse deductions.

(4) Minimum gain chargebacks attrib-
utable to distribution of nonrecourse
debt proceeds.

(i) Chargebacks disregarded until alloca-
tions made.

(ii) Certain minimum gain chargebacks re-
lated to returns of capital.

(5) Examples.
(f) Exclusion of reasonable partner-specific

items of deduction or loss.
(g) Exclusion of unlikely losses and deduc-

tions.
(h) Provisions preventing deficit capital ac-

count balances.
(i) [Reserved].
(j) Exception for partner nonrecourse deduc-

tions.
(1) Partner nonrecourse deductions dis-

regarded until actually allocated.
(2) Disproportionate allocation of partner

nonrecourse deductions to a qualified or-
ganization.

(k) Special rules.
(1) Changes in partnership allocations aris-

ing from a change in the partners’ inter-
ests.

(2) De minimis interest rule.
(i) In general.
(ii) Example.
(3) De minimis allocations disregarded.
(4) Anti-abuse rule.

(l) [Reserved].
(m) Tiered partnerships.

(1) In general.
(2) Examples.

(n) Effective date.
(1) In general.
(2) General effective date of the regula-

tions.
(3) Periods after June 24, 1990, and prior to

December 30, 1992.
(4) Periods prior to the issuance of Notice

90–41.
(5) Material modifications to partnership

agreements.

(b) Application of section 514(c)(9)(E),
relating to debt-financed real property
held by partnerships—(1) In general. This
§ 1.514(c)–2 provides rules governing the
application of section 514(c)(9)(E). To
comply with section 514(c)(9)(E), the
following two requirements must be
met:

(i) The fractions rule. The allocation
of items to a partner that is a qualified
organization cannot result in that
partner having a percentage share of
overall partnership income for any
partnership taxable year greater than
that partner’s fractions rule percent-

age (as defined in paragraph (c)(2) of
this section).

(ii) Substantial economic effect. Each
partnership allocation must have sub-
stantial economic effect. However, al-
locations that cannot have economic
effect must be deemed to be in accord-
ance with the partners’ interests in the
partnership pursuant to § 1.704–1(b)(4),
or (if § 1.704–1(b)(4) does not provide a
method for deeming the allocations to
be in accordance with the partners’ in-
terests in the partnership) must other-
wise comply with the requirements of
§ 1.704–1(b)(4). Allocations attributable
to nonrecourse liabilities or partner
nonrecourse debt must comply with
the requirements of § 1.704–2(e) or
§ 1.704–2(i).

(2) Manner in which fractions rule is
applied—(i) In general. A partnership
must satisfy the fractions rule both on
a prospective basis and on an actual
basis for each taxable year of the part-
nership, commencing with the first
taxable year of the partnership in
which the partnership holds debt-fi-
nanced real property and has a quali-
fied organization as a partner. Gen-
erally, a partnership does not qualify
for the unrelated business income tax
exception provided by section
514(c)(9)(A) for any taxable year of its
existence unless it satisfies the frac-
tions rule for every year the fractions
rule applies. However, if an actual allo-
cation described in paragraph (e)(4),
(h), (j)(2), or (m)(1)(ii) of this section
(regarding certain allocations that are
disregarded or not taken into account
for purposes of the fractions rule until
an actual allocation is made) causes
the partnership to violate the fractions
rule, the partnership ordinarily is
treated as violating the fractions rule
only for the taxable year of the actual
allocation and subsequent taxable
years. For purposes of applying the
fractions rule, the term partnership
agreement is defined in accordance with
§ 1.704–1(b)(2)(ii)(h), and informal under-
standings are considered part of the
partnership agreement in appropriate
circumstances. See paragraph (k) of
this section for rules relating to
changes in the partners’ interests and
de minimis exceptions to the fractions
rule.
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(ii) Subsequent changes. A subsequent
change to a partnership agreement
that causes the partnership to violate
the fractions rule ordinarily causes the
partnership’s income to fail the excep-
tion provided by section 514(c)(9)(A)
only for the taxable year of the change
and subsequent taxable years.

(c) General definitions—(1) Overall
partnership income and loss. Overall
partnership income is the amount by
which the aggregate items of partner-
ship income and gain for the taxable
year exceed the aggregate items of
partnership loss and deduction for the
year. Overall partnership loss is the
amount by which the aggregate items
of partnership loss and deduction for
the taxable year exceed the aggregate
items of partnership income and gain
for the year.

(i) Items taken into account in deter-
mining overall partnership income and
loss. Except as otherwise provided in
this section, the partnership items that
are included in computing overall part-
nership income or loss are those items
of income, gain, loss, and deduction
(including expenditures described in
section 705(a)(2)(B)) that increase or de-
crease the partners’ capital accounts
under § 1.704–1(b)(2)(iv). Tax items allo-
cable pursuant to section 704(c) or
§ 1.704–1(b)(2)(iv)(f)(4) are not included
in computing overall partnership in-
come or loss. Nonetheless, allocations
pursuant to section 704(c) or § 1.704–
1(b)(2)(iv)(f)(4) may be relevant in de-
termining that this section is being ap-
plied in a manner that is inconsistent
with the fractions rule. See paragraph
(k)(4) of this section.

(ii) Guaranteed payments to qualified
organizations. Except to the extent oth-
erwise provided in paragraph (d) of this
section—

(A) A guaranteed payment to a quali-
fied organization is not treated as an
item of partnership loss or deduction in
computing overall partnership income
or loss; and

(B) Income that a qualified organiza-
tion may receive or accrue with respect
to a guaranteed payment is treated as
an allocable share of overall partner-
ship income or loss for purposes of the
fractions rule.

(2) Fractions rule percentage. A quali-
fied organization’s fractions rule per-

centage is that partner’s percentage
share of overall partnership loss for the
partnership taxable year for which that
partner’s percentage share of overall
partnership loss will be the smallest.

(3) Definitions of certain terms by cross
reference to partnership regulations. Min-
imum gain chargeback, nonrecourse de-
duction, nonrecourse liability, partner
nonrecourse debt, partner nonrecourse
debt minimum gain, partner nonrecourse
debt minimum gain chargeback, partner
nonrecourse deduction, and partnership
minimum gain have the meanings pro-
vided in § 1.704–2.

(4) Example. The following example il-
lustrates the provisions of this para-
graph (c).

Example. Computation of overall partner-
ship income and loss for a taxable year. (i)
Taxable corporation TP and qualified organi-
zation QO form a partnership to own and op-
erate encumbered real property. Under the
partnership agreement, all items of income,
gain, loss, deduction, and credit are allo-
cated 50 percent to TP and 50 percent to QO.
Neither partner is entitled to a preferred re-
turn. However, the partnership agreement
provides for a $900 guaranteed payment for
services to QO in each of the partnership’s
first two taxable years. No part of the guar-
anteed payments qualify as a reasonable
guaranteed payment under paragraph (d) of
this section.

(ii) The partnership violates the fractions
rule. Due to the existence of the guaranteed
payment, QO’s percentage share of any over-
all partnership income in the first two years
will exceed QO’s fractions rule percentage.
For example, the partnership might have
bottom-line net income of $5,100 in its first
taxable year that is comprised of $10,000 of
rental income, $4,000 of salary expense, and
the $900 guaranteed payment to QO. The
guaranteed payment would not be treated as
an item of deduction in computing overall
partnership income or loss because it does
not qualify as a reasonable guaranteed pay-
ment. See paragraph (c)(1)(ii)(A) of this sec-
tion. Accordingly, overall partnership in-
come for the year would be $6,000, which
would consist of $10,000 of rental income less
$4,000 of salary expense. See paragraph
(c)(1)(i) of this section. The $900 QO would in-
clude in income with respect to the guaran-
teed payment would be treated as an allo-
cable share of the $6,000 of overall partner-
ship income. See paragraph (c)(1)(ii)(B) of
this section. Therefore, QO’s allocable share
of the overall partnership income for the
year would be $3,450, whichwould be com-
prised of the $900 of income pertaining to
QO’s guaranteed payment, plus QO’s $2,550
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allocable share of the partnership’s net in-
come for the year (50 percent of $5,100). QO’s
$3,450 allocable share of overall partnership
income would equal 58 percent of the $6,000 of
overall partnership income and would exceed
QO’s fractions rule percentage, which is less
than 50 percent. (If there were no guaranteed
payment, QO’s fractions rule percentage
would be 50 percent. However, the existence
of the guaranteed payment to QO that is not
disregarded for purposes of the fractions rule
pursuant to paragraph (d) of this section
means that QO’s fractions rule percentage is
less than 50 percent.)

(d) Exclusion of reasonable preferred re-
turns and guaranteed payments—(1)
Overview. This paragraph (d) sets forth
requirements for disregarding reason-
able preferred returns for capital and
reasonable guaranteed payments for
capital or services for purposes of the
fractions rule. To qualify, the preferred
return or guaranteed payment must be
set forth in a binding, written partner-
ship agreement.

(2) Preferred returns. Items of income
(including gross income) and gain that
may be allocated to a partner with re-
spect to a current or cumulative rea-
sonable preferred return for capital (in-
cluding allocations of minimum gain
attributable to nonrecourse liability
(or partner nonrecourse debt) proceeds
distributed to the partner as a reason-
able preferred return) are disregarded
in computing overall partnership in-
come or loss for purposes of the frac-
tions rule. Similarly, if a partnership
agreement effects a reasonable pre-
ferred return with an allocation of
what would otherwise be overall part-
nership income, those items com-
prising that allocation are disregarded
in computing overall partnership in-
come for purposes of the fractions rule.

(3) Guaranteed payments. A current or
cumulative reasonable guaranteed pay-
ment to a qualified organization for
capital or services is treated as an item
of deduction in computing overall part-
nership income or loss, and the income
that the qualified organization may re-
ceive or accrue from the current or cu-
mulative reasonable guaranteed pay-
ment is not treated as an allocable
share of overall partnership income or
loss. The treatment of a guaranteed
payment as reasonable for purposes of
section 514(c)(9)(E) does not affect its
possible characterization as unrelated

business taxable income under other
provisions of the Internal Revenue
Code.

(4) Reasonable amount—(i) In general.
A guaranteed payment for services is
reasonable only to the extent the
amount of the payment is reasonable
under § 1.162–7 (relating to the deduc-
tion of compensation for personal serv-
ices). A preferred return or guaranteed
payment for capital is reasonable only
to the extent it is computed, with re-
spect to unreturned capital, at a rate
that is commercially reasonable based
on the relevant facts and cir-
cumstances.

(ii) Safe harbor. For purposes of this
paragraph (d)(4), a rate is deemed to be
commercially reasonable if it is no
greater than four percentage points
more than, or if it is no greater than
150 percent of, the highest long-term
applicable federal rate (AFR) within
the meaning of section 1274(d), for the
month the partner’s right to a pre-
ferred return or guaranteed payment is
first established or for any month in
the partnership taxable year for which
the return or payment on capital is
computed. A rate in excess of the rates
described in the preceding sentence
may be commercially reasonable, based
on the relevant facts and cir-
cumstances.

(5) Unreturned capital—(i) In general.
Unreturned capital is computed on a
weighted-average basis and equals the
excess of—

(A) The amount of money and the
fair market value of property contrib-
uted by the partner to the partnership
(net of liabilities assumed, or taken
subject to, by the partnership); over

(B) The amount of money and the
fair market value of property (net of li-
abilities assumed, or taken subject to,
by the partner) distributed by the part-
nership to the partner as a return of
capital.

(ii) Return of capital. In determining
whether a distribution constitutes a re-
turn of capital, all relevant facts and
circumstances are taken into account.
However, the designation of distribu-
tions in a written partnership agree-
ment generally will be respected in de-
termining whether a distribution con-
stitutes a return of capital, so long as
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the designation is economically rea-
sonable.

(6) Timing rules—(i) Limitation on allo-
cations of income with respect to reason-
able preferred returns for capital. Items
of income and gain (or part of what
would otherwise be overall partnership
income) that may be allocated to a
partner in a taxable year with respect
to a reasonable preferred return for
capital are disregarded for purposes of
the fractions rule only to the extent
the allocable amount will not exceed—

(A) The aggregate of the amount that
has been distributed to the partner as a
reasonable preferred return for the tax-
able year of the allocation and prior
taxable years, on or before the due date
(not including extensions) for filing the
partnership’s return for the taxable
year of the allocation; minus

(B) The aggregate amount of cor-
responding income and gain (and what
would otherwise be overall partnership
income) allocated to the partner in all
prior years.

(ii) Reasonable guaranteed payments
may be deducted only when paid in cash.
If a partnership that avails itself of
paragraph (d)(3) of this section would
otherwise be required (by virtue of its
method of accounting) to deduct a rea-
sonable guaranteed payment to a quali-
fied organization earlier than the tax-
able year in which it is paid in cash,
the partnership must delay the deduc-
tion of the guaranteed payment until
the taxable year it is paid in cash. For
purposes of this paragraph (d)(6)(ii), a
guaranteed payment that is paid in
cash on or before the due date (not in-
cluding extensions) for filing the part-
nership’s return for a taxable year may
be treated as paid in that prior taxable
year.

(7) Examples. The following examples
illustrate the provisions of this para-
graph (d).

Facts. Qualified organization QO and tax-
able corporation TP form a partnership. QO
contributes $9,000 to the partnership and TP
contributes $1,000. The partnership borrows
$50,000 from a third party lender and pur-
chases an office building for $55,000. At all
relevant times the safe harbor rate described
in paragraph (d)(4)(ii) of this section equals
10 percent.

Example 1. Allocations made with respect to
preferred returns. (i) The partnership agree-
ment provides that in each taxable year the

partnership’s distributable cash is first to be
distributed to QO as a 10 percent preferred
return on its unreturned capital. To the ex-
tent the partnership has insufficient cash to
pay QO its preferred return in any taxable
year, the preferred return is compounded (at
10 percent) and is to be paid in future years
to the extent the partnership has distribut-
able cash. The partnership agreement first
allocates gross income and gain 100 percent
to QO, to the extent cash has been distrib-
uted to QO as a preferred return. All remain-
ing profit or loss is allocated 50 percent to
QO and 50 percent to TP.

(ii) The partnership satisfies the fractions
rule. Items of income and gain that may be
specially allocated to QO with respect to its
preferred return are disregarded in com-
puting overall partnership income or loss for
purposes of the fractions rule because the re-
quirements of paragraph (d) of this section
are satisfied. After disregarding those alloca-
tions, QO’s fractions rule percentage is 50
percent (see paragraph (c)(2) of this section),
and under the partnership agreement QO
may not be allocated more than 50 percent of
overall partnership income in any taxable
year.

(iii) The facts are the same as in paragraph
(i) of this Example 1, except that QO’s pre-
ferred return is computed on unreturned cap-
ital at a rate that exceeds a commercially
reasonable rate. The partnership violates the
fractions rule. The income and gain that
may be specially allocated to QO with re-
spect to the preferred return is not dis-
regarded in computing overall partnership
income or loss to the extent it exceeds a
commercially reasonable rate. See paragraph
(d) of this section. As a result, QO’s fractions
rule percentage is less than 50 percent (see
paragraph (c)(2) of this section), and alloca-
tions of income and gain to QO with respect
to its preferred return could result in QO
being allocated more than 50 percent of the
overall partnership income in a taxable year.

Example 2. Guaranteed payments and the
computation of overall partnership income or
loss. (i) The partnership agreement allocates
all bottom-line partnership income and loss
50 percent to QO and 50 percent to TP
throughout the life of the partnership. The
partnership agreement provides that QO is
entitled each year to a 10 percent guaranteed
payment on unreturned capital. To the ex-
tent the partnership is unable to make a
guaranteed payment in any taxable year, the
unpaid amount is compounded at 10 percent
and is to be paid in future years.

(ii) Assuming the requirements of para-
graph (d)(6)(ii) of this section are met, the
partnership satisfies the fractions rule. The
guaranteed payment is disregarded for pur-
poses of the fractions rule because it is com-
puted with respect to unreturned capital at
the safe harbor rate described in paragraph
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(d)(4)(ii) of this section. Therefore, the guar-
anteed payment is treated as an item of de-
duction in computing overall partnership in-
come or loss, and the corresponding income
that QO may receive or accrue with respect
to the guaranteed payment is not treated as
an allocable share of overall partnership in-
come or loss. See paragraph (d)(3) of this sec-
tion. Accordingly, QO’s fractions rule per-
centage is 50 percent (see paragraph (c)(2) of
this section), and under the partnership
agreement QO may not be allocated more
than 50 percent of overall partnership in-
come in any taxable year.

(e) Chargebacks and offsets—(1) In gen-
eral. The following allocations are dis-
regarded in computing overall partner-
ship income or loss for purposes of the
fractions rule—

(i) Allocations of what would other-
wise be overall partnership income
that may be made to chargeback (i.e.,
reverse) prior disproportionately large
allocations of overall partnership loss
(or part of the overall partnership loss)
to a qualified organization, and alloca-
tions of what would otherwise be over-
all partnership loss that may be made
to chargeback prior disproportionately
small allocations of overall partnership
income (or part of the overall partner-
ship income) to a qualified organiza-
tion;

(ii) Allocations of income or gain
that may be made to a partner pursu-
ant to a minimum gain chargeback at-
tributable to prior allocations of non-
recourse deductions to the partner;

(iii) Allocations of income or gain
that may be made to a partner pursu-
ant to a minimum gain chargeback at-
tributable to prior allocations of part-
ner nonrecourse deductions to the part-
ner and allocations of income or gain
that may be made to other partners to
chargeback compensating allocations
of other losses, deductions, or section
705(a)(2)(B) expenditures to the other
partners; and

(iv) Allocations of items of income or
gain that may be made to a partner
pursuant to a qualified income offset,
within the meaning of § 1.704–
1(b)(2)(ii)(d).

(2) Disproportionate allocations—(i) In
general. To qualify under paragraph
(e)(1)(i) of this section, prior dispropor-
tionate allocations may be reversed in
full or in part, and in any order, but
must be reversed in the same ratio as

originally made. A prior allocation is
disproportionately large if the quali-
fied organization’s percentage share of
that allocation exceeds its fractions
rule percentage. A prior allocation is
disproportionately small if the quali-
fied organization’s percentage share of
that allocation is less than its frac-
tions rule percentage. However, a prior
allocation (or allocations) is not con-
sidered disproportionate unless the bal-
ance of the overall partnership income
or loss for the taxable year of the allo-
cation is allocated in a manner that
would independently satisfy the frac-
tions rule.

(ii) Limitation on chargebacks of par-
tial allocations. Except in the case of a
chargeback allocation pursuant to
paragraph (e)(4) of this section, and ex-
cept as otherwise provided by the In-
ternal Revenue Service by revenue rul-
ing, revenue procedure, or, on a case-
by-case basis, by letter ruling, para-
graph (e)(1)(i) of this section applies to
a chargeback of an allocation of part of
the overall partnership income or loss
only if that part consists of a pro rata
portion of each item of partnership in-
come, gain, loss, and deduction (other
than nonrecourse deductions, as well as
partner nonrecourse deductions and
compensating allocations) that is in-
cluded in computing overall partner-
ship income or loss.

(3) Minimum gain chargebacks attrib-
utable to nonrecourse deductions. Com-
mencing with the first taxable year of
the partnership in which a minimum
gain chargeback (or partner non-
recourse debt minimum gain
chargeback) occurs, a chargeback to a
partner is attributable to nonrecourse
deductions (or separately, on a debt-by-
debt basis, to partner nonrecourse de-
ductions) in the same proportion that
the partner’s percentage share of the
partnership minimum gain (or sepa-
rately, on a debt-by-debt basis, the
partner nonrecourse debt minimum
gain) at the end of the immediately
preceding taxable year is attributable
to nonrecourse deductions (or partner
nonrecoursedeductions). The partner-
ship must determine the extent to
which a partner’s percentage share of
the partnership minimum gain (or
partner nonrecourse debt minimum
gain) is attributable to deductions in a
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reasonable and consistent manner. For
example, in those cases in which none
of the exceptions contained in § 1.704–
2(f) (2) through (5) are relevant, a part-
ner’s percentage share of the partner-
ship minimum gain generally is attrib-
utable to nonrecourse deductions in
the same ratio that—

(i) The aggregate amount of the non-
recourse deductions previously allo-
cated to the partner but not charged
back in prior taxable years; bears to

(ii) The sum of the amount described
in paragraph (e)(3)(i) of this section,
plus the aggregate amount of distribu-
tions previously made to the partner of
proceeds of a nonrecourse liability al-
locable to an increase in partnership
minimum gain but not charged back in
prior taxable years.

(4) Minimum gain chargebacks attrib-
utable to distribution of nonrecourse debt
proceeds—(i) Chargebacks disregarded
until allocations made. Allocations of
items of income and gain that may be
made pursuant to a provision in the
partnership agreement that charges
back minimum gain attributable to the
distribution of proceeds of a non-
recourse liability (or a partner non-
recourse debt) are taken into account
for purposes of the fractions rule only
to the extent an allocation is made.
(See paragraph (d)(2) of this section,
pursuant to which there is perma-
nently excluded chargeback allocations
of minimum gain that are attributable
to proceeds distributed as a reasonable
preferred return.)

(ii) Certain minimum gain chargebacks
related to returns of capital. Allocations
of items of income or gain that (in ac-
cordance with § 1.704–2(f)(1)) may be
made to a partner pursuant to a min-
imum gain chargeback attributable to
the distribution of proceeds of a non-
recourse liability are disregarded in
computing overall partnership income
or loss for purposes of the fractions
rule to the extent that the allocations
(subject to the requirements of para-
graph (e)(2) of this section) also charge
back prior disproportionately large al-
locations of overall partnership loss (or
part of the overall partnership loss) to
a qualified organization. This excep-
tion applies only to the extent the dis-
proportionately large allocation con-
sisted of depreciation from real prop-

erty (other than items of nonrecourse
deduction or partner nonrecourse de-
duction) that subsequently was used to
secure the nonrecourse liability pro-
viding the distributed proceeds, and
only if those proceeds were distributed
as a return of capital and in the same
proportion as the disproportionately
large allocation.

(5) Examples. The following examples
illustrate the provisions of this para-
graph (e).

Example 1. Chargebacks of disproportion-
ately large allocations of overall partnership
loss. (i) Qualified organization QO and tax-
able corporation TP form a partnership. QO
contributes $900 to the partnership and TP
contributes $100. The partnership agreement
allocates overall partnership loss 50 percent
to QO and 50 percent to TP until TP’s capital
account is reduced to zero; then 100 percent
to QO until QO’s capital account is reduced
to zero; and thereafter 50 percent to QO and
50 percent to TP. Overall partnership income is
allocated first 100 percent to QO to
chargeback overall partnership loss allo-
cated 100 percent to QO, and thereafter 50
percent to QO and 50 percent to TP.

(ii) The partnership satisfies the fractions
rule. QO’s fractions rule percentage is 50 per-
cent. See paragraph (c)(2) of this section.
Therefore, the 100 percent allocation of over-
all partnership loss to QO is disproportion-
ately large. See paragraph (e)(2)(i) of this
section. Accordingly, the 100 percent alloca-
tion to QO of what would otherwise be over-
all partnership income (if it were not dis-
regarded), which charges back the dispropor-
tionately large allocation of overall partner-
ship loss, is disregarded in computing overall
partnership income and loss for purposes of
the fractions rule. The 100 percent allocation
is in the same ratio as the disproportion-
ately large loss allocation, and the rest of
the allocations for the taxable year of the
disproportionately large loss allocation will
independently satisfy the fractions rule. See
paragraph (e)(2)(i) of this section. After dis-
regarding the chargeback allocation of 100
percent of what would otherwise be overall
partnership income, QO will not be allocated
a percentage share of overall partnership in-
come in excess of its fractions rule percent-
age for any taxable year.

Example 2. Chargebacks of disproportionately
small allocations of overall partnership income.
(i) Qualified organization QO and taxable
corporation TP form a partnership. QO con-
tributes $900 to the partnership and TP con-
tributes $100. The partnership purchases real
property with money contributed by its part-
ners and with money borrowed by the part-
nership on a recourse basis. In any year, the
partnership agreement allocates the first
$500 of overall partnership income 50 percent
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to QO and 50 percent to TP; the next $100 of
overall partnership income 100 percent to TP
(as an incentive for TP to achieve significant
profitability in managing the
partnership’soperations); and all remaining
overall partnership income 50 percent to QO
and 50 percent to TP. Overall partnership loss
is allocated first 100 percent to TP to
chargeback overall partnership income allo-
cated 100 percent to TP at any time in the
prior three years and not reversed; and
thereafter 50 percent to QO and 50 percent to
TP.

(ii) The partnership satisfies the fractions
rule. QO’s fractions rule percentage is 50 per-
cent because qualifying chargebacks are dis-
regarded pursuant to paragraph (e)(1)(i) in
computing overall partnership income or
loss. See paragraph (c)(2) of this section. The
zero percent allocation to QO of what would
otherwise be overall partnership loss is a
qualifying chargeback that is disregarded be-
cause it is in the same ratio as the income
allocation it charges back, because the rest
of the allocations for the taxable year of
that income allocation will independently
satisfy the fractions rule (see paragraph
(e)(2)(i) of this section), and because it
charges back an allocation of zero overall
partnership income to QO, which is propor-
tionately smaller (i.e., disproportionately
small) than QO’s 50 percent fractions rule
percentage. After disregarding the
chargeback allocation of 100 percent of what
would otherwise be overall partnership loss,
QO will not be allocated a percentage share
of overall partnership income in excess of its
fractions rule percentage for any taxable
year.

Example 3. Chargebacks of partner non-
recourse deductions and compensating alloca-
tions of other items. (i) Qualified organization
QO and taxable corporation TP form a part-
nership to own and operate encumbered real
property. QO and TP each contribute $500 to
the partnership. In addition, QO makes a $300
nonrecourse loan to the partnership. The
partnership agreement contains a partner
nonrecourse debt minimum gain chargeback
provision and a provision that allocates part-
ner nonrecourse deductions to the partner
who bears the economic burden of the deduc-
tions in accordance with § 1.704–2. The part-
nership agreement also provides that to the
extent partner nonrecourse deductions are
allocated to QO in any taxable year, other
compensating items of partnership loss or
deduction (and, if appropriate, section
705(a)(2)(B) expenditures) will first be allo-
cated 100 percent to TP. In addition, to the
extent items of income or gain are allocated
to QO in any taxable year pursuant to a part-
ner nonrecourse debt minimum gain
chargeback of deductions, items of partner-
ship income and gain will first be allocated
100 percent to TP. The partnership agree-
ment allocates all other overall partnership

income or loss 50 percent to QO and 50 per-
cent to TP.

(ii) The partnership satisfies the fractions
rule on a prospective basis. The allocations
of the partner nonrecourse deductions and
the compensating allocation of other items
of loss, deduction, and expenditure that may
be made to TP (but which will not be made
unless there is an allocation of partner non-
recourse deductions to QO) are not taken
into account for purposes of the fractions
rule until a taxable year in which an alloca-
tion is made. See paragraph (j)(1) of this sec-
tion. In addition, partner nonrecourse debt
minimum gain chargebacks of deductions
and allocations of income or gain to other
partners that chargeback compensating allo-
cations of other deductions are disregarded
in computing overall partnership income or
loss for purposes of the fractions rule. See
paragraph (e)(1)(iii) of this section. Since all
other overall partnership income and loss is
allocated 50 percent to QO and 50 percent to
TP, QO’s fractions rule percentage is 50 per-
cent (see paragraph (c)(2) of this section),
and QO will not be allocated a percentage
share of overall partnership income in excess
of its fractions rule percentage for any tax-
able year.

(iii) The facts are the same as in paragraph
(i) of this Example 3, except that the partner-
ship agreement provides that compensating
allocations of loss or deduction (and section
705(a)(2)(B) expenditures) to TP will not be
charged back until year 10. The partners ex-
pect $300 of partner nonrecourse deductions
to be allocated to QO in year 1 and $300 of in-
come or gain to be allocated to QO in year 2
pursuant to the partner nonrecourse debt
minimum gain chargeback provision.

(iv) The partnership fails to satisfy the
fractions rule on a prospective basis under
the anti-abuse rule of paragraph (k)(4) of this
section. If the partners’ expectations prove
correct, at the end of year 2, QO will have
been allocated $300 of partner nonrecourse
deductions and an offsetting $300 of partner
nonrecourse debt minimum gain. However,
the $300 of compensating deductions and
losses that may be allocated to TP will not
be charged back until year 10. Thus, during
the period beginning at the end of year 2 and
ending eight years later, there may be $300
more of unreversed deductions and losses al-
located to TP than to QO, which would be in-
consistent with the purpose of the fractions
rule.

Example 4. Minimum gain chargeback attrib-
utable to distributions of nonrecourse debt pro-
ceeds. (i) Qualified organization QO and tax-
able corporation TP form a partnership. QO
contributes $900 to the partnership and TP
contributes $100. The partnership agreement
generally allocates overall partnership in-
come and loss 90 percent to QO and 10 per-
cent to TP. However, the partnership agree-
ment contains a minimum gain chargeback
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provision, and also provides that in any part-
nership taxable year in which there is a
chargeback of partnership minimum gain to
QO attributable to distributions of proceeds
of nonrecourse liabilities, all other items
comprising overall partnership income or
loss will be allocated in a manner such that
QO is not allocated more than 90 percent of
the overall partnership income for the year.

(ii) The partnership satisfies the fractions
rule on a prospective basis. QO’s fractions
rule percentage is 90 percent. See paragraph
(c)(2) of this section. The chargeback that
may be made to QO of minimum gain attrib-
utable to distributions of nonrecourse liabil-
ity proceeds is taken into account for pur-
poses of the fractions rule only to the extent
an allocation is made. See paragraph (e)(4) of
this section. Accordingly, that potential al-
location to QO is disregarded in applying the
fractions rule on a prospective basis (see
paragraph (b)(2) of this section), and QO is
treated as not being allocated a percentage
share of overall partnership income in excess
of its fractions rule percentage in any tax-
able year. (Similarly, QO is treated as not
being allocated items of income or gain in a
taxable year when the partnership has an
overall partnership loss.)

(iii) In year 3, the partnership borrows $400
on a nonrecourse basis and distributes it to
QO as a return of capital. In year 8, the part-
nership has $400 of gross income and cash
flow and $300 of overall partnership income,
and the partnership repays the $400 non-
recourse borrowing.

(iv) The partnership violates the fractions
rule for year 8 and all future years. Pursuant
to the minimum gain chargeback provision,
the entire $400 of partnership gross income is
allocated to QO. Accordingly, notwith-
standing the curative provision in the part-
nership agreement that would allocate to TP
the next $44 (($400÷.9)×10%) of income and
gain included in computing overall partner-
ship income, the partnership has no other
items of income and gain to allocate to QO.
Because the $400 of gross income actually al-
located to QO is taken into account for pur-
poses of the fractions rule in the year an al-
location is made (see paragraph (e)(4) of this
section), QO’s percentage share of overall
partnership income in year 8 is greater than
100 percent. Since this exceeds QO’s fractions
rule percentage (i.e., 90 percent), the partner-
ship violates the fractions rule for year 8 and
all subsequent taxable years. See paragraph
(b)(2) of this section.

(f) Exclusion of reasonable partner-spe-
cific items of deduction or loss. Provided
that the expenditures are allocated to
the partners to whom they are attrib-
utable, the following partner-specific
expenditures are disregarded in com-

puting overall partnership income or
loss for purposes of the fractions rule—

(1) Expenditures for additional
record-keeping and accounting in-
curred in connection with the transfer
of a partnership interest (including ex-
penditures incurred in computing basis
adjustments under section 743(b));

(2) Additional administrative costs
that result from having a foreign part-
ner;

(3) State and local taxes or expendi-
tures relating to those taxes; and

(4) Expenditures designated by the
Internal Revenue Service by revenue
ruling or revenue procedure, or, on a
case-by-case basis, by letter ruling.
(See § 601.601(d)(2)(ii)(b) of this chapter).

(g) Exclusion of unlikely losses and de-
ductions. Unlikely losses or deductions
(other than items of nonrecourse de-
duction) that may be specially allo-
cated to partners that bear the eco-
nomic burden of those losses or deduc-
tions are disregarded in computing
overall partnership income or loss for
purposes of the fractions rule, so long
as a principal purpose of the allocation
is not tax avoidance. To be excluded
under this paragraph (g), a loss or de-
duction must have a low likelihood of
occurring, taking into account all rel-
evant facts, circumstances, and infor-
mation available to the partners (in-
cluding bona fide financial projec-
tions). The types of events that may
give rise to unlikely losses or deduc-
tions, depending on the facts and cir-
cumstances, include tort and other
third-party litigation that give rise to
unforeseen liabilities in excess of rea-
sonable insurance coverage; unantici-
pated labor strikes; unusual delays in
securing required permits or licenses;
abnormal weather conditions (consid-
ering the season and the job site); sig-
nificant delays in leasing property due
to an unanticipated severe economic
downturn in the geographic area; unan-
ticipated cost overruns; and the dis-
covery of environmental conditions
that require remediation. No inference
is drawn as to whether a loss or deduc-
tion is unlikely from the fact that the
partnership agreement includes a pro-
vision for allocating that loss or deduc-
tion.

(h) Provisions preventing deficit capital
account balances. A provision in the
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partnership agreement that allocates
items of loss or deduction away from a
qualified organization in instances
where allocating those items to the
qualified organization would cause or
increase a deficit balance in its capital
account that the qualified organization
is not obligated to restore (within the
meaning of § 1.704–1(b)(2)(ii) (b) or (d)),
is disregarded for purposes of the frac-
tions rule in taxable years of the part-
nership in which no such allocations
are made pursuant to the provision.
However, this exception applies only if,
at the time the provision becomes part
of the partnership agreement, all rel-
evant facts, circumstances, and infor-
mation (including bona fide financial
projections) available to the partners
reasonably indicate that it is unlikely
that an allocation will be made pursu-
ant to the provision during the life of
the partnership.

(i) [Reserved]
(j) Exception for partner nonrecourse

deductions—(1) Partner nonrecourse de-
ductions disregarded until actually allo-
cated. Items of partner nonrecourse de-
duction that may be allocated to a
partner pursuant to § 1.704–2, and com-
pensating allocations of other items of
loss, deduction, and section 705(a)(2)(B)
expenditures that may be allocated to
other partners, are not taken into ac-
count for purposes of the fractions rule
until the taxable years in which they
are allocated.

(2) Disproportionate allocation of part-
ner nonrecourse deductions to a qualified
organization. A violation of the frac-
tions rule will be disregarded if it
arises because an allocation of partner
nonrecourse deductions to a qualified
organization that is not motivated by
tax avoidance reduces another quali-
fied organization’s fractions rule per-
centage below what it would have been
absent the allocation of the partner
nonrecourse deductions.

(k) Special rules—(1) Changes in part-
nership allocations arising from a change
in the partners’ interests. A qualified or-
ganization that acquires a partnership
interest from another qualified organi-
zation is treated as a continuation of
the prior qualified organization partner
(to the extent of that acquired inter-
est) for purposes of applying the frac-
tions rule. Changes in partnership allo-

cations that result from other trans-
fers or shifts of partnership interests
will be closely scrutinized (to deter-
mine whether the transfer or shift
stems from a prior agreement, under-
standing, or plan or could otherwise be
expected given the structure of the
transaction), but generally will be
taken into account only in determining
whether the partnership satisfies the
fractions rule in the taxable year of the
change and subsequent taxable years.

(2) De minimis interest rule—(i) In gen-
eral. Section 514(c)(9)(B)(vi) does not
apply to a partnership otherwise sub-
ject to that section if—

(A) Qualified organizations do not
hold, in the aggregate, interests of
greater than five percent in the capital
or profits of the partnership; and

(B) Taxable partners own substantial
interests in the partnership through
which they participate in the partner-
ship on substantially the same terms
as the qualified organization partners.

(ii) Example. Partnership PRS has two
types of limited partnership interests
that participate in partnership profits
and losses on different terms. Qualified
organizations (QOs) only own one type
of limited partnership interest and own
no general partnership interests. In the
aggregate, the QOs own less than five
percent of the capital and profits of
PRS. Taxable partners also own the
same type of limited partnership inter-
est that the QOs own. These limited
partnership interests owned by the tax-
able partners are 30 percent of the cap-
ital and profits of PRS. Thirty percent
is a substantial interest in the partner-
ship. Therefore, PRS satisfies para-
graph (k)(2) of this section and section
514(c)(9)(B)(vi) does not apply.

(3) De minimis allocations disregarded.
A qualified organization’s fractions
rule percentage of the partnership’s
items of loss and deduction, other than
nonrecourse and partner nonrecourse
deductions, that are allocated away
from the qualified organization and to
other partners in any taxable year are
treated as having been allocated to the
qualified organization for purposes of
the fractions rule if—

(i) The allocation was neither
planned nor motivated by tax avoid-
ance; and
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(ii) The total amount of those items
of partnership loss or deduction is less
than both—

(A) One percent of the partnership’s
aggregate items of gross loss and de-
duction for the taxable year; and

(B) $50,000.
(4) Anti-abuse rule. The purpose of the

fractions rule is to prevent tax avoid-
ance by limiting the permanent or
temporary transfer of tax benefits from
tax-exempt partners to taxable part-
ners, whether by directing income or
gain to tax-exempt partners, by direct-
ing losses, deductions, or credits to
taxable partners, or by some other
similar manner. This section may not
be applied in a manner that is incon-
sistent with the purpose of the frac-
tions rule.

(l) [Reserved].
(m) Tiered partnerships—(1) In general.

If a qualified organization holds an in-
direct interest in real property through
one or more tiers of partnerships (a
chain), the fractions rule is satisfied
only if—

(i) The avoidance of tax is not a prin-
cipal purpose for using the tiered-own-
ership structure (investing in separate
real properties through separate chains
of partnerships so that section
514(c)(9)(E) is, effectively, applied on a
property-by-property basis is not, in
and of itself, a tax avoidance purpose);
and

(ii) The relevant partnerships can
demonstrate under any reasonable
method that the relevant chains sat-
isfy the requirements of paragraphs
(b)(2) through (k) of this section. For
purposes of applying § 1.704–2(k) under
the independent chain approach de-
scribed in Example 3 of paragraph
(m)(2) of this section, allocations of
items of income or gain that may be
made pursuant to a provision in the
partnership agreement that charges
back minimum gain are taken into ac-
count for purposes of the fractions rule
only to the extent an allocation is
made.

(2) Examples. The following examples
illustrate the provisions of this para-
graph (m).

Example 1. Tiered partnerships—collapsing
approach. (i) Qualified organization QO3 and
taxable individual TP3 form upper-tier part-
nership P2. The P2 partnership agreement al-

locates overall partnership income 20 per-
cent to QO3 and 80 percent to TP3. Overall
partnership loss is allocated 30 percent to
QO3 and 70 percent to TP3. P2 and taxable in-
dividual TP2 form lower-tier partnership P1.
The P1 partnership agreement allocates
overall partnership income 60 percent to P2
and 40 percent to TP2. Overall partnership
loss is allocated 40 percent to P2 and 60 per-
cent to TP2. The only asset of P2 (which has
no outstanding debt) is its interest in P1. P1
purchases real property with money contrib-
uted by its partners and with borrowed
money. There is no tax avoidance purpose for
the use of the tiered-ownership structure,
which is illustrated by the following dia-
gram.

(ii) P2 can demonstrate that the P2/P1
chain satisfies the requirements of para-
graphs (b)(2) through (k) of this section by
collapsing the tiered-partnership structure.
On a collapsed basis, QO3’s fractions rule
percentage is 12 percent (30 percent of 40 per-
cent). See paragraph (c)(2) of this section. P2
satisfies the fractions rule because QO3 may
not be allocated more than 12 percent (20
percent of 60 percent) of overall partnership
income in any taxable year.

Example 2. Tiered partnerships—entity-by-en-
tity approach. (i) Qualified organization QO3A
is a partner with taxable individual TP3A in
upper-tier partnership P2A. Qualified organi-
zation QO3B is a partner with taxable indi-
vidual TP3B in upper-tier partnership P2B.
P2A, P2B, and taxable individual TP2 are
partners in lower-tier partnership P1, which
owns encumbered real estate. None of QO3A,
QO3B, TP3A, TP3B or TP2 has a direct or in-
direct ownership interest in each other. P2A
has been established for the purpose of in-
vesting in numerous real estate properties
independently of P2B and its partners. P2B
has been established for the purpose of in-
vesting in numerous real estate properties
independently of P2A and its partners. Nei-
ther P2A nor P2B has outstanding debt.
There is no tax avoidance purpose for the use
of the tiered-ownership structure, which is
illustrated by the following diagram.
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(ii) The P2A/P1 chain (Chain A) will satisfy
the fractions rule if P1 and P2A can dem-
onstrate in a reasonable manner that they
satisfy the requirements of paragraphs (b)(2)
through (k) of this section. The P2B/P1 chain
(Chain B) will satisfy the fractions rule if P1
and P2B can demonstrate in a reasonable
manner that they satisfy the requirements
of paragraphs (b)(2) through (k) of this sec-
tion. To meet its burden, P1 treats P2A and
P2B as qualified organizations. Provided that
the allocations that may be made by P1
would satisfy the fractions rule if P2A and
P2B were direct qualified organization part-
ners in P1, Chain A will satisfy the fractions
rule (for the benefit of QO3A) if the alloca-
tions that may be made by P2A satisfy the
requirements of paragraphs (b)(2) through (k)
of this section. Similarly, Chain B will sat-
isfy the fractions rule (for the benefit of
QO3B) if the allocations that may be made
by P2B satisfy the requirements of para-
graphs (b)(2) through (k) of this section.
Under these facts, QO3A does not have to
know how income and loss may be allocated
by P2B, and QO3B does not have to know how
income and loss may be allocated by P2A.
QO3A’s and QO3B’s burden would not change
even if TP2 were not a partner in P1.

Example 3. Tiered partnerships—independent
chain approach. (i) Qualified organization
QO3 and taxable corporation TP3 form upper-
tier partnership P2. P2 and taxable corpora-
tion TP2 form lower-tier partnership P1A. P2
and qualified organization QO2 form lower-
tier partnership P1B. P2 has no outstanding
debt. P1A and P1B each purchase real prop-
erty with money contributed by their respec-
tive partners and with borrowed money.
Each partnership’s real property is com-
pletely unrelated to the real property owned
by the other partnership. P1B’s allocations
do not satisfy the requirements of para-
graphs (b)(2) through (k) of this section be-
cause of allocations that may be made to
QO2. However, if P2’s interest in P1B were
completely disregarded, the P2/P1A chain
would satisfy the requirements of paragraphs
(b)(2) through (k) of this section. There is no
tax avoidance purpose for the use of the
tiered-ownership structure, which is illus-
trated by the following diagram.

(ii) P2 satisfies the fractions rule with re-
spect to the P2/P1A chain, but only if the P2
partnership agreement allocates those items

allocated to P2 by P1A separately from those
items allocated to P2 by P1B. For this pur-
pose, allocations of items of income or gain
that may be made pursuant to a provision in
the partnership agreement that charges back
minimum gain, are taken into account for
purposes of the fractions rule only to the ex-
tent an allocation is made. See paragraph
(m)(1)(ii) of this section. P2 does not satisfy
the fractions rule with respect to the P2/P1B
chain.

(n) Effective date—(1) In general. Sec-
tion 514(c)(9)(E), as amended by sec-
tions 2004(h) (1) and (2) of the Technical
and Miscellaneous Revenue Act of 1988,
Pub. L. 100–647, applies generally with
respect to property acquired by part-
nerships after October 13, 1987, and to
partnership interests acquired after Oc-
tober 13, 1987.

(2) General effective date of the regula-
tions. Section 1.514(c)–2 (a) through (m)
applies with respect to partnership
agreements entered into after Decem-
ber 30, 1992, property acquired by part-
nerships after December 30, 1992, and
partnership interests acquired by
qualified organizations after December
30, 1992 (other than a partnership inter-
est that at all times after October 13,
1987, and prior to the acquisition was
held by a qualified organization). For
this purpose, paragraphs (a) through
(m) of this section will be treated as
satisfied with respect to partnership
agreements entered into on or before
May 13, 1994, property acquired by part-
nerships on or before May 13, 1994, and
partnership interests acquired by
qualified organizations on or before
May 13, 1994, if the guidance set forth
in (paragraphs (a) through (m) of
§ 1.514(c)–2 of) PS–56–90, published at
1993–5 I.R.B. 42, February 1, 1993, is sat-
isfied. (See § 601.601(d)(2)(ii)(b) of this
chapter).

(3) Periods after June 24, 1990, and prior
to December 30, 1992. To satisfy the re-
quirements of section 514(c)(9)(E) with
respect to partnership agreements en-
tered into after June 24, 1990, property
acquired by partnerships after June 24,
1990, and partnership interests acquired
by qualified organizations after June
24, 1990, (other than a partnership in-
terest that at all times after October
13, 1987, and prior to the acquisition
was held by a qualified organization) to
which paragraph (n)(2) of this section
does not apply, paragraphs (a) through
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(m) of this section must be satisfied as
of the first day that section 514(c)(9)(E)
applies with respect to the partnership,
property, or acquired interest. For this
purpose, paragraphs (a) through (m) of
this section will be treated as satisfied
if the guidance in sections I through VI
of Notice 90–41, 90–1 C.B. 350, (see
§ 601.601(d)(2)(ii)(b) of this chapter) has
been followed.

(4) Periods prior to the issuance of No-
tice 90–41. With respect to partnerships
commencing after October 13, 1987,
property acquired by partnerships after
October 13, 1987, and partnership inter-
ests acquired by qualified organiza-
tions after October 13, 1987, to which
neither paragraph (n)(2) nor (n)(3) of
this section applies, the Internal Rev-
enue Service will not challenge an in-
terpretation of section 514(c)(9)(E) that
is reasonable in light of the underlying
purposes of section 514(c)(9)(E) (as re-
flected in its legislative history) and
that is consistently applied as of the
first day that section 514(c)(9)(E) ap-
plies with respect to the partnership,
property, or acquired interest. A rea-
sonable interpretation includes an in-
terpretation that substantially follows
the guidance in either sections I
through VI of Notice 90–41, (see
§ 601.601(d)(2)(ii)(b) of this chapter) or
paragraphs (a) through (m) of this sec-
tion.

(5) Material modifications to partner-
ship agreements. A material modifica-
tion will cause a partnership agree-
ment to be treated as a new partner-
ship agreement in appropriate cir-
cumstances for purposes of this para-
graph (n).

[T.D. 8539, 59 FR 24928, May 13, 1994]

§ 1.514(d)–1 Basis of debt-financed
property acquired in corporate liq-
uidation.

(a) If debt-financed property is ac-
quired by an exempt organization in a
complete or partial liquidation of a
corporation in exchange for its stock,
the organization’s basis in such prop-
erty shall be the same as it would be in
the hands of the transferor corpora-
tion, increased by the amount of gain
recognized to the transferor corpora-
tion upon such distribution and by the
amount of any gain which is includible,
on account of such distribution, in the

gross income of the organization as un-
related debt-financed income.

(b) The application of this section
may be illustrated by the following ex-
ample:

Example. On July 1, 1970, T, an exempt
trust, exchanges $15,000 of borrowed funds for
50 percent of the shares of M Corporation’s
stock. M uses $35,000 of borrowed funds in ac-
quiring depreciable assets which are not used
at any time for purposes described in section
514(b)(1) (A), (B), (C), or (D). On July 1, 1978,
and for the 12-month period preceding this
date, T’s acquisition indebtedness with re-
spect to M’s stock has been $3,000. On this
date, there is a complete liquidation of M
Corporation to which section 331(a)(1) ap-
plies. In the liquidation T receives a dis-
tribution in kind of depreciable assets and
assumes $7,000 of M’s indebtedness which re-
mains unpaid with respect to the depreciable
assets. On this date, M’s adjusted basis of
these depreciable assets is $9,000, and such
assets have a fair market value of $47,000. M
recognizes gain of $6,000 with respect to this
liquidation pursuant to sections 1245 and
1250. T realizes a gain of $25,000 (the dif-
ference between the excess of fair market
value of the property received over the in-
debtedness assumed, $40,000 ($47,000–$7,000)
and T’s basis in M’s stock, $15,000). A portion
of this gain is to be treated as unrelated
debt-financed income. This amount is deter-
mined by multiplying T’s gain of $25,000 by
the debt/basis percentage. The debt/basis per-
centage is 20 percent, the ratio which the av-
erage acquisition indebtedness ($3,000) is of
the average adjusted basis ($15,000). Thus,
$5,000 (20 percent of $25,000) is unrelated debt-
financed income. This amount and the gain
recognized pursuant to sections 1245 and 1250
are added to M’s basis to determine T’s basis
in the property received. Consequently, T’s
basis in the property received from M Cor-
poration is $20,000, determined as follows:
M Corporation’s adjusted basis ........................... $9,000
Gain recognized by M Corporation on the dis-

tribution ............................................................. 6,000
Unrelated debt-financed income recognized by T

with respect to the distribution ......................... 5,000

T’s transferred basis ............................................ 20,000

[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(e)–1 Allocation rules.

Where only a portion of property is
debt-financed property, proper alloca-
tion of the basis, indebtedness, income,
and deductions with respect to such
property must be made to determine
the amount of income or gain derived
from such property which is to be
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treated as unrelated debt-financed in-
come. See examples 2 and 3 of para-
graph (b)(1)(iii) of § 1.514(b)–1 and exam-
ples 1, (2), and (3) of paragraph
(b)(3)(iii) of § 1.514(b)–1 for illustrations
of proper allocation.

[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(f)–1 Definition of business
lease.

(a) In general. The term business lease
means any lease, with certain excep-
tions discussed in paragraph (c) of this
section, for a term of more than 5 years
of real property by an organization
subject to section 511 (or by a partner-
ship of which it is a member) if at the
close of the organization’s taxable year
there is a business lease indebtedness
as defined in section 514(g) and
§ 1.514(g)–1 with respect to such prop-
erty. For the purpose of this section
the term real property and the term
premises include personal property of
the lessor tax-exempt organization
leased by it to a lessee of its real estate
if the lease of such personal property is
made under, or in connection with, the
lease of such real estate. For amounts
of business lease rents and deductions
to be included in computing unrelated
business taxable income for taxable
years beginning before January 1, 1970,
see § 1.514(a)–2.

(b) Special rules. (1) In computing the
term of the lease, the period for which
a lease may be renewed or extended by
reason of an option contained therein
shall be considered as part of the term.
For example, a 3-year lease with an op-
tion for renewal for another such pe-
riod is considered a lease for a term of
6 years. Another example is the case of
a 1-year lease with option of renewal
for another such term, where the par-
ties at the end of each year renew the
arrangement. In this case, during the
fifth year (but not during the first 4
years), the lease falls within the 5-year
rule, since the lease then involves 5
years and there is an option for the
sixth year. In determining the term of
the lease, an option for renewal of the
lease is taken into account whether or
not the exercise of the option depends
upon conditions or contingencies.

(2) If the property is acquired subject
to a lease, the term of such lease shall
be considered to begin on the date of

such acquisition. For example, if an ex-
empt organization purchases, in whole
or in part with borrowed funds, real
property subject to a 10-year lease
which has 3 years left to run, and such
lease contains no right of renewal or
extension, the lease shall be considered
a 3-year lease and hence does not meet
the definition of a business lease in sec-
tion 514(f) and paragraph (a) of this sec-
tion. However, if this lease contains an
option to renew for a period of 3 years
or more, it is a business lease.

(3) Under the provisions of section
514(f)(2)(B) a lease is considered as con-
tinuing for more than 5 years if the
same lessee has occupied the premises
for a total period of more than 5 years,
whether the occupancy is under one or
more leases, renewals, extensions, or
continuations. Continued occupancy
shall be considered to be by the same
lessee if the occupants during the pe-
riod are so related that losses in re-
spect of sales or exchanges of property
between them would be disallowed
under section 267(a). Such period shall
be considered as commencing not ear-
lier than the date of the acquisition of
the property by the tax-exempt organi-
zation or trust. This rule is applicable
only in the sixth and succeeding years
of such occupancy by the same lessee.
See, however, paragraph (c)(3) of this
section.

(c) Exceptions. (1) A lease shall not be
considered a business lease if such
lease is entered into primarily for a
purpose which is substantially related
(aside from the need of such organiza-
tion for income or funds, or the use it
makes of the rents derived) to the exer-
cise or performance by such organiza-
tion of its charitable, educational, or
other purpose or function constituting
the basis for its exemption. For exam-
ple, where a tax-exempt hospital leases
real property owned by it to an asso-
ciation of doctors for use as a clinic,
the rents derived under such lease
would not be included in computing un-
related business taxable income if the
clinic is substantially related to the
carrying on of hospital functions. See
§ 1.513—1 for principles applicable in de-
termining whether there is a substan-
tial relationship to the exempt purpose
of an organization.
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(2) A lease is not a business lease if
the lease is of premises in a building
primarily designed for occupancy and
occupied by the tax-exempt organiza-
tion.

(3) If a lease for more than 5 years to
a tenant is for only a portion of the
real property, and space in the real
property is rented during the taxable
year under a lease for not more than 5
years to any other tenant of the tax-
exempt organization, all leases of the
real property for more than 5 years
shall be considered as business leases
during the taxable year only if:

(i) The rents derived from the real
property during the taxable year under
leases for more than 5 years represent
50 percent or more of the total rents
derived during the taxable year from
the real property; or the area of the
premises occupied under leases for
more than 5 years represents, at any
time during the taxable year, 50 per-
cent or more of the total area of the
real property rented at such time; or

(ii) The rent derived from the real
property during the taxable year from
any tenant under a lease for more than
5 years, or from a group of tenants
(under such leases) who are either
members of an affiliated group (as de-
fined in section 1504) or are partners,
represents more than 10 percent of the
total rents derived during the taxable
year from such property; or the area of
the premises occupied by any one such
tenant, or by any such group of ten-
ants, represents at any time during the
taxable year more than 10 percent of
the total area of the real property
rented at such time.
In determining whether 50 percent or
more of the total rents are derived
from leases for more than 5 years, or
whether 50 percent or more of the total
area is occupied under leases for more
than 5 years:

(iii) An occupancy which is consid-
ered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this subparagraph
shall not be treated as such a lease for
purposes of subdivision (i) of this sub-
paragraph, and

(iv) An occupancy which is consid-
ered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this section shall be

treated as such a lease for purposes of
subdivision (ii) of this subparagraph,
and

(v) If during the last half of the term
of a lease a new lease is made to take
effect after the expiration of such
lease, the unexpired portion of the first
lease will not be added to the second
lease to determine whether such second
lease is a lease for more than 5 years
for purposes of subdivision (i) of this
subparagraph.

(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:

Example. In 1954 an educational organiza-
tion, which is on the calendar year basis, be-
gins the erection of an 11-story apartment
building using funds borrowed for that pur-
pose, and immediately leases for a 10-year
term the first floor to a real estate develop-
ment company to sublet for stores and shops.
As fast as the new apartments are com-
pleted, they are rented on an annual basis.
At the end of 1959 all except the 10th and 11th
floors are rented. Those two floors are com-
pleted during 1960 and rented. Assume that
for 1954 and each subsequent taxable year
through 1959, and for the taxable year 1963,
the gross rental for the first floor represents
more than 10 percent of the total gross rents
derived during the taxable year from the
building. Under this set of facts the 10-year
lease of the first floor would be considered to
be a business lease for all except the taxable
years 1961, 1962, and 1964.

[T.D. 7229, 37 FR 28154, Dec. 21, 1972]

§ 1.514(g)–1 Business lease indebted-
ness.

(a) Definition. The term business lease
indebtedness means, with respect to any
real property leased by a tax-exempt
organization for a term of more than 5
years, the unpaid amount of:

(1) The indebtedness incurred by the
lessor tax-exempt organization in ac-
quiring or improving such property;

(2) The indebtedness incurred by the
lessor tax-exempt organization prior to
the acquisition or improvement of such
property if such indebtedness would
not have been incurred but for such ac-
quisition or improvement; and

(3) The indebtedness incurred by the
lessor tax-exempt organization subse-
quent to the acquisition or improve-
ment of such property if such indebted-
ness would not have been incurred but
for such acquisition or improvement
and the incurrence of the indebtedness
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was reasonably foreseeable at the time
of such acquisition or improvement.

See paragraph (i) of this section with
respect to subsidiary corporations.

(b) Examples. The rules of section
514(g) respecting business leases also
cover certain cases where the leased
property itself is not subject to an in-
debtedness. For example, they apply to
cases such as the following:

Example 1. A university pledges some of its
investment securities with a bank for a loan
and uses the proceeds of such loan to pur-
chase (either directly or through a sub-
sidiary corporation) a building, which build-
ing is subject to a lease that then has more
than 5 years to run. This would be an exam-
ple of a business lease indebtedness incurred
prior to the acquisition of the property
which would not have been incurred but for
such acquisition.

Example 2. If the building itself in example
1 in this paragraph is later mortgaged to
raise funds to release the pledged securities,
the lease would continue to be a business
lease.

Example 3. If a scientific organization
mortgages its laboratory building to replace
working capital used in remodeling another
one of its buildings or a building held by its
subsidiary corporation, which other building
is free of indebtedness and is subject to a
lease that then has more than 5 years to run,
the lease would be a business lease inasmuch
as the indebtedness though incurred subse-
quent to the improvement of such property
would not have been incurred but for such
improvement, and the incurrence of the in-
debtedness was reasonably foreseeable when,
to make such improvement, the organization
reduced its working capital below the
amount necessary to continue current oper-
ations.

(c) Property acquired subject to lien.
Where real property is acquired subject
to a mortgage or similar lien, whether
the acquisition be by gift, bequest, de-
vise, or purchase, the amount of the in-
debtedness secured by such mortgage
or lien is a business lease indebtedness
(unless paragraph (d)(1) of this section
applies) even though the lessor does
not assume or agree to pay the indebt-
edness. For example, a university pays
$100,000 for real estate valued at
$300,000 and subject to a $200,000 mort-
gage. For the purpose of the tax on un-
related business taxable income, the
result is the same as if $200,000 of bor-
rowed funds had been used to buy the
property.

(d) Certain property acquired by gifts,
etc. (1) Where real property was ac-
quired by gift, bequest, or devise, be-
fore July 1, 1950, subject to a mortgage
or other similar lien, the amount of
such mortgage or other similar lien
shall not be considered as an indebted-
ness of the lessor tax-exempt organiza-
tion incurred in acquiring such prop-
erty. An indebtedness not otherwise
covered by this exception is not
brought within the exception by reason
of a transfer of the property between a
parent and its subsidiary corporation.

(2) Where real property was acquired
by gift, bequest, or devise, before July
1, 1950, subject to a lease requiring im-
provements in such property upon the
happening of stated contingencies, in-
debtedness incurred in improving such
property in accordance with the terms
of such lease shall not be considered as
indebtedness described in section 514(g)
and in this section. An indebtedness
not otherwise covered by this excep-
tion is not brought within the excep-
tion by reason of a transfer of the prop-
erty between a parent and its sub-
sidiary corporation.

(e) Certain corporations described in
section 501(c)(2). In the case of a title
holding corporation described in sec-
tion 501(c)(2), all of the stock of which
was acquired before July 1, 1950, by an
organization described in section 501(c)
(3), (5), or (6) (and more than one-third
of such stock was acquired by such or-
ganization by gift or bequest), any in-
debtedness incurred by such corpora-
tion before July 1, 1950, and any indebt-
edness incurred by such corporation on
or after such date in improving real
property in accordance with the terms
of a lease entered into before such date,
shall not be considered an indebtedness
described in section 514(g) and in this
section with respect to either such sec-
tion 501(c)(2) corporation or such sec-
tion 501(c) (3), (5), or (6) organization.

(f) Certain trusts described in section
401(a). In the case of a trust described
in section 401(a), or in the case of a cor-
poration described in section 501(c)(2)
all of the stock of which was acquired
before March 1, 1954, by such a trust,
any indebtedness incurred by such
trust or such corporation before such
date, in connection with real property
which is leased before such date, and
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any indebtedness incurred by such
trust or such corporation on or after
such date necessary to carry out the
terms of such lease, shall not be con-
sidered as an indebtedness described in
section 514(g) and in this section.

(g) Business lease on portion of prop-
erty. Where only a portion of the real
property is subject to a business lease,
proper allocation of the indebtedness
applicable to the whole property must
be made to the premises covered by the
lease. See example 2 of paragraph (b)(3)
of § 1.514(a)–2.

(h) Special rule applicable to trusts de-
scribed in section 401(a). If an employees’
trust described in section 401(a) lends
any money to another such employees’
trust of the same employer, for the
purpose of acquiring or improving real
property, such loan will not be treated
as an indebtedness of the borrowing
trust except to the extent that the
loaning trust:

(1) Incurs any indebtedness in order
to make such loan;

(2) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(3) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

(i) Subsidiary corporations. The provi-
sions of section 514(f), (g), and (h) are
applicable whether or not a subsidiary
corporation of the type described in
section 501(c)(2) is availed of in making
the business lease. For example, as-
sume a parent organization borrows
funds to purchase realty and sets up a
separate section 501(c)(2) corporation
as a subsidiary to hold the property.
Such subsidiary corporation leases the
property for a period of more than 5
years, collects the rents and pays over
all of the income, less expenses, to the
parent organization, the parent organi-
zation being liable for the indebted-
ness. Under these assumed facts, the
lease by section 501(c)(2) subsidiary
corporation would be a business lease
with respect to such subsidiary cor-
poration, and the rental income would
be subject to the tax, whether or not
the subsidiary itself assumes the in-

debtedness and whether or not the
property is subject to the indebtedness.

(j) Certain trusts described in section
501(c)(17). (1) In the case of a supple-
mental unemployment benefit trust de-
scribed in section 501(c)(17), or in the
case of a corporation described in sec-
tion 501(c)(2) all of the stock of which
was acquired before January 1, 1960, by
such a trust, any indebtedness incurred
by such trust or such corporation be-
fore such date, in connection with real
property which is leased before such
date, and any indebtedness incurred by
such trust or such corporation on or
after such date necessary to carry out
the terms of such lease, shall not be
considered as an indebtedness de-
scribed in section 514(g) and in this sec-
tion.

(2) If a supplemental unemployment
benefit trust described in section
501(c)(17) lends any money to another
such supplemental unemployment ben-
efit trust forming part of the same
plan, for the purpose of acquiring or
improving real property, such loan will
not be treated as an indebtedness of
the borrowing trust except to the ex-
tent that the loaning trust:

(i) Incurs any indebtedness in order
to make such loan;

(ii) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(iii) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

[T.D. 7229, 37 FR 28155, Dec. 21, 1972]

FARMERS’ COOPERATIVES

§ 1.521–1 Farmers’ cooperative mar-
keting and purchasing associations;
requirements for exemption under
section 521.

(a)(1) Cooperative associations en-
gaged in the marketing of farm prod-
ucts for farmers, fruit growers, live-
stock growers, dairymen, etc., and
turning back to the producers the pro-
ceeds of the sales of their products, less
the necessary operating expenses, on
the basis of either the quantity or the
value of the products furnished by
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them, are exempt from income tax ex-
cept as otherwise provided in section
522, or part I, subchapter T chapter 1 of
the Code, and the regulations there-
under. For instance, cooperative dairy
companies which are engaged in col-
lecting milk and disposing of it or the
products thereof and distributing the
proceeds, less necessary operating ex-
penses, among the producers upon the
basis of either the quantity or the
value of milk or of butterfat in the
milk furnished by such producers, are
exempt from the tax. If the proceeds of
the business are distributed in
anyother way than on such a propor-
tionate basis, the association does not
meet the requirements of the Code and
is not exempt. In other words, non-
member patrons must be treated the
same as members insofar as the dis-
tribution of patronage dividends is con-
cerned. Thus, if products are marketed
for nonmember producers, the proceeds
of the sale, less necessary operating ex-
penses, must be returned to the pa-
trons from the sale of whose goods such
proceeds result, whether or not such
patrons are members of the associa-
tion. In order to show its cooperative
nature and to establish compliance
with the requirement of the Code that
the proceeds of sales, less necessary ex-
penses, be turned back to all producers
on the basis of either the quantity or
the value of the products furnished by
them, it is necessary for such an asso-
ciation to keep permanent records of
the business done both with members
and nonmembers. The Code does not re-
quire, however, that the association
keep ledger accounts with each pro-
ducer selling through the association.
Any permanent records which show
that the association was operating dur-
ing the taxable year on a cooperative
basis in the distribution of patronage
dividends to all producers will suffice.
While under the Code patronage divi-
dends must be paid to all producers on
the same basis, this requirement is
complied with if an association instead
of paying patronage dividends to non-
member producers incash, keeps per-
manent records from which the propor-
tionate shares of the patronage divi-
dends due to nonmember producers can
be determined, and such shares are
made applicable toward the purchase

price of a share of stock or of a mem-
bership in the association. See, how-
ever, paragraph (c)(1) of § 1.1388–1 for
the meaning of payment in money for
purposes of qualifying a written notice
of allocation.

(2) An association which has capital
stock will not for such reason be denied
exemption (i) if the dividend rate of
such stock is fixed at not to exceed the
legal rate of interest in the State of in-
corporation or 8 percent per annum,
whichever is greater, on the value of
the consideration for which the stock
was issued, and (ii) if substantially all
of such stock (with the exception noted
below) is owned by producers who mar-
ket their products or purchase their
supplies and equipment through the as-
sociation. Any ownership of stock by
others than such actual producers
must be satisfactorily explained in the
association’s application for exemp-
tion. The association will be required
to show that the ownership of its cap-
ital stock has been restrictedas far as
possible to such actual producers. If by
statutory requirement all officers of an
association must be shareholders, the
ownership of a share of stock by a non-
producer to qualify him as an officer
will not destroy the association’s ex-
emption. Likewise, if a shareholder for
any reason ceases to be a producer and
the association is unable, because of a
constitutional restriction or prohibi-
tion or other reason beyond the control
of the association, to purchase or retire
the stock of such nonproducer, the fact
that under such circumstances a small
amount of the outstanding capital
stock is owned by shareholders who are
no longer producers will not destroy
the exemption. The restriction placed
on the ownership of capital stock of an
exempt cooperative association shall
not apply to nonvoting preferred stock,
provided the owners of such stock are
not entitled or permitted to partici-
pate, directly or indirectly, in the prof-
its of the association, upon dissolution
or otherwise, beyond the fixed divi-
dends.

(3) The accumulation and mainte-
nance of a reserve required by State
statute, or the accumulation and main-
tenance of a reasonable reserve or sur-
plus for any necessary purpose, such as
to provide for the erection of buildings
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and facilities required in business or
for the purchase and installation of
machinery and equipment or to retire
indebtedness incurred for such pur-
poses, will not destroy the exemption.
An association will not be denied ex-
emption because it markets the prod-
ucts of nonmembers, provided the
value of the products marketed for
nonmembers does not exceed the value
of the products marketed for members.
Anyone who shares in the profits of a
farmers’ cooperative marketing asso-
ciation, and is entitled to participate
in the management of the association,
must be regarded as a member of such
association within the meaning of sec-
tion 521.

(b) Cooperative associations engaged
in the purchasing of supplies and equip-
ment for farmers, fruit growers, live-
stock growers, dairymen, etc., and
turning over such supplies and equip-
ment to them at actual cost, plus the
necessary operating expenses, are ex-
empt. The term supplies and equipment
as used in section 521 includes groceries
and all other goods and merchandise
used by farmers in the operation and
maintenance of a farm or farmer’s
household. The provisions of paragraph
(a) of this section relating to a reserve
or surplus and to capital stock shall
apply to associations coming under
this paragraph. An association which
purchases supplies and equipment for
nonmembers will not for such reason
be denied exemption, provided the
value of the purchases for nonmembers
does not exceed the value of the sup-
plies and equipment purchased for
members, and provided the value of the
purchases made for nonmembers who
are not producers does not exceed 15
percent of the value of all its pur-
chases.

(c) In order to be exempt under either
paragraph (a) or (b) of this section an
association must establish that it has
no taxable income for its own account
other than that reflected in a reserve
or surplus authorized in paragraph (a)
of this section. An association engaged
both in marketing farm products and
in purchasing supplies and equipment
is exempt if as to each of its functions
it meets the requirements of the Code.
Business done for the United States or
any of its agencies shall be disregarded

in determining the right to exemption
under section 521 and this section. An
association to be entitled to exemption
must not only be organized but actu-
ally operated in the manner and for the
purposes specified in section 521.

(d) Cooperative organizations en-
gaged in occupations dissimilar from
those of farmers, fruit growers, and the
like, are not exempt.

(e) An organization is not exempt
from taxation under this section mere-
ly because it claims that it complies
with the requirements prescribed
therein. In order to establish its ex-
emption every organization claiming
exemption under section 521 is required
to file a Form 1028. The Form 1028, exe-
cuted in accordance with the instruc-
tions on the form or issued therewith,
should be filed with the district direc-
tor for the internal revenue district in
which is located the principal place of
business or principal office of the orga-
nization. However, an organization
which has been granted exemption
under the provisions of the Internal
Revenue Code of 1939 or prior law may
rely on that ruling, unless affected by
substantive changes in the Internal
RevenueCode of 1954 or any changes in
the character, purposes, or methods of
operation of the organization, and it is
not necessary in such case for the orga-
nization to request a new determina-
tion as to its exempt status.

(f) A cooperative association will not
be denied exemption merely because it
makes payments solely in nonqualified
written notices of allocation to those
patrons who do not consent as provided
in section 1388 and § 1.1388–1, but makes
payments of 20 percent in cash and the
remainder in qualified written notices
of allocation to those patrons who do
so consent. Nor will such an associa-
tion be denied exemption merely be-
cause, in the case of patrons who have
so consented, payments of less than $5
are made solely in nonqualified written
notices of allocation while payments of
$5 or more are made in the form of 20
percent in cash and the remainder in
qualified written notices of allocation.
In addition, a cooperative association
will not be denied exemption if it pays
a smaller amount of interest or divi-
dends on nonqualified written notices
of allocation held by persons who have
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not consented as provided in section
1388 and § 1.1388–1 (or on per-unit retain
certificates issued to patrons who are
not qualifying patrons with respect
thereto within the meaning of § 1.61–
5(d)(2)) than it pays on qualified writ-
ten notices of allocation held by per-
sons who have so consented (or on per-
unit retain certificates issued to pa-
trons who are qualifying patrons with
respect thereto) provided that the
amount of the interest or dividend re-
duction isreasonable in relation to the
fact that the association receives no
tax benefit with respect to such non-
qualified written notices of allocation
(or such certificates issued to nonquali-
fying patrons) until redeemed. How-
ever, such an association will be denied
exemption if it otherwise treats pa-
trons who have not consented (or are
not qualifying patrons) differently
from patrons who have consented (or
are qualifying patrons), either with re-
gard to the original payment or alloca-
tion or with regard to the redemption
of written notices of allocation or per-
unit retain certificates. For example, if
such an association pays patronage
dividends in the form of written no-
tices of allocation accompanied by
qualified checks, and provides that any
patron who does not cash his check
within a specified time will forfeit the
portion of the patronage dividend rep-
resented by such check, then the coop-
erative association will be denied ex-
emption under this section as it does
not treat all patrons alike.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6643, 28 FR 3162, Apr. 2, 1963;
T.D. 6855, 30 FR 13135, Oct. 15, 1965]

§ 1.522–1 Tax treatment of farmers’ co-
operative marketing and pur-
chasing associations exempt under
section 521.

(a) In general. (1) Section 522 is appli-
cable to farmers’, fruit growers’, or
like associations organized and oper-
ated on a cooperative basis in the man-
ner prescribed in section 521. Although
such an association is subject to both
normal tax and surtax, as in the case of
corporations generally, certain special
rules for the computation of taxable in-
come are provided in section 522(b) and
§ 1.522–2. For the purpose of any law
which refers to organizations exempt

from income taxes such an association
shall, however, be considered as an or-
ganization exempt under section 501.
Thus, the provisions of section 243, pro-
viding a credit for dividends received
from a domestic corporation subject to
taxation, are not applicable to divi-
dends received from a cooperative asso-
ciation subject to section 522. The pro-
visions of section 1501, relating to con-
solidated returns, are likewise not ap-
plicable.

(2) Rules governing the manner in
which amounts allocated as patronage
dividends, refunds, or rebates are to be
taken into account in computing the
taxable income of such an association
are set forth in § 1.522–3. For the tax
treatment, as to patrons, of amounts
received during the taxable year as pa-
tronage dividends, rebates, or refunds,
see section 61 and § 1.61–5.

(b) Meaning of terms. For purposes of
§§ 1.522–1 to 1.522–3, inclusive, §§ 1.6044–1
and 1.61–5, the following terms shall
have the meaning ascribed below:

(1) Cooperative association. The term
cooperative association includes any cor-
poration operating on a cooperative
basis and allocating amounts to pa-
trons on the basis of the business done
with or for such patrons, except that
the term does not include any coopera-
tive or nonprofit corporation (includ-
ing any cooperative or nonprofit cor-
poration engaged in rural electrifica-
tion) exempt from taxation under sec-
tion 501(a) and described in section
501(c) (12) or (15) or any corporation
subject to a tax imposed by subchapter
L, chapter 1 of the Code (relating to in-
surance companies).

(2) Patron. The term patron includes
any person with whom or for whom the
cooperative association does business
on a cooperative basis, whether a mem-
ber or a nonmember of the cooperative
association, and whether an individual,
a trust, estate, partnership, company,
corporation, or cooperative associa-
tion.

(3) Allocation. The term allocation in-
cludes distributions made by a coopera-
tive association to a patron in cash,
merchandise, capital stock, revolving
fund certificates, retain certificates,
certificates of indebtedness, letters of
advice, similar documents, or in any
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other manner whereby there is dis-
closed to a patron the dollar amount
apportioned on the books of the asso-
ciation for the account of such patron.
Thus, a mere credit to the account of a
patron on the books of the cooperative
association, without disclosure to the
patron, is not an allocation.

(4) Patronage dividends, rebates, and
refunds. The term patronage dividend,
rebate, or refund includes any amount
allocated by a cooperative association,
to the account of a patron on the basis
of the business done with or for such
patron. The following are not patron-
age dividends, rebates, or refunds:

(i) Amounts distributed in redemp-
tion of capital stock, or in redemption
or satisfaction of certificates of indebt-
edness, revolving fund certificates, re-
tain certificates, letters of advice, or
other similar documents;

(ii) Amounts allocated (whether in
cash, merchandise, capital stock, re-
volving fund certificates, retain certifi-
cates, certificates of indebtedness, let-
ters of advice, or in some other manner
that discloses to each patron the
amount of such dividend, refund, or re-
bate) by the association for products of
members or other patrons to the extent
such amounts are fixed without ref-
erence to the earnings of the coopera-
tive association. For this purpose, the
term earnings includes the excess of
amounts retained (or assessed) by the
association to cover expenses or other
items over the amount of such ex-
penses or other items.

(c) Examples. The application of para-
graph (b) of this section may be illus-
trated by the following examples:

Example 1. Cooperative A, a marketing as-
sociation operating on a pooling basis, re-
ceives the products of patron W on January
5, 1954. On the same day Cooperative A ad-
vances to W 45 cents per unit for the prod-
ucts so delivered and allocates to him a re-
tain certificate having a face value calculated
at the rate of 5 cents per unit. During the
operatiion of the pool, and before substan-
tially all the products in the pool are dis-
posed of, Cooperative A advances to W an ad-
ditional 40 cents per unit, the amount being
determined by reference to the market price
of the products sold and the anticipated
price of the unsold products. At the close of
the pool on November 10, 1954, Cooperative A
determines the excess of its receipts over the
sum of its expenses and its previous advances
to patrons, and allocates to W an additional

3 cents per unit and shares of the capital
stock of A having an aggregate of face value
calculated at the rate of 2 cents per unit.

The amount of patronage dividends, re-
bates, or refunds allocated to W during 1954
amount to 5 cents per unit, consisting of the
aggregate of the following per-unit alloca-
tions: The amount of cash distribution (3
cents), and the face value of the capital
stock of A (2 cents), which are fixed with ref-
erence to the earnings of A. The amount of
the two distributions in cash (85 cents) and
the face amount of the retain certificate (5
cents), which are fixed without reference to
the earnings of A, do not constitute patron-
age dividends, rebates, or refunds.

Example 2. Cooperative B, a marketing as-
sociation operating on a pooling basis, re-
ceives the products of patron X on March 5,
1954. On the same day Cooperative B pays to
X $1.00 per unit for such products, this
amount being determined by reference to the
market price of the product when received,
and issues to him a participation certificate
having no face value but which entitles X on
the close of the pool to the proceeds derived
from the sale of his products less the pre-
vious payment of $1.00 and the expenses and
other charges attributable to such products.
On March 5, 1957, Cooperative B, having sold
the products in the pool, having deducted the
previous payments for such products, and
having determined the expenses and other
charges of the pool, redeems the participa-
tion certificate of X in cash for 10 cents per
unit. The allocation made to X during 1957,
amounting to 10 cents per unit, is a patron-
age dividend, rebate, or refund. Neither the
payment to X in 1954 of $1.00 nor the issuance
to him of the participation certificate in
that year constitutes a patronage dividend,
rebate, or refund within the meaning of this
section.

Example 3. Cooperative C, a purchasing as-
sociation, obtains supplies for patron Y on
May 1, 1954, and receives in return therefor
$100. On February 1, 1955, Cooperative C, hav-
ing determined the excess of its receipts over
its costs and expenses, allocates to Y a cash
distribution of $1.00 and a revolving fund cer-
tificate of a face amount of $1.00. The
amount of patronage dividends, rebates, or
refunds allocated to Y for 1955 is $2.00, the
aggregate of the cash distribution of $1.00,
and the face amount, $1.00, of the revolving
fund certificate.

Example 4. Cooperative D, a service associa-
tion, sells the products of members on a fee
basis. It receives the products of patron Z
under an agreement not to pool his products
with those of other members, to sell his
products, and to deliver to him the proceeds
of the sale. Patron Z makes payments to Co-
operative D during 1954 aggregating $75 for
service rendered him by Cooperative D dur-
ing that year. On May 15, 1955, Cooperative
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D, having determined the excess of its re-
ceipts over its costs and expenses, allocates
to Z a cash distribution of $2.00. Such
amount is a patronage dividend, rebate, or
refund allocated by Cooperative D during
1955.

(d) Returns of exempt cooperative asso-
ciations. For requirements of annual re-
turns by exempt cooperative associa-
tions, see sections 6012 and 6072(d) and
paragraph (f) of § 1.6012–2.

§ 1.522–2 Manner of taxation of cooper-
ative associations subject to section
522.

(a) In general. Farmers’, fruit grow-
ers’, or like associations, organized and
operated in compliance with the re-
quirements of section 521 and § 1.521–1
shall be subject to the taxes imposed
by section 11 or section 1201, except
that there shall be allowed as deduc-
tions from gross income, in addition to
the other deductions allowable under
chapter 1 of the Code, certain special
deductions provided in section
522(b)(1)(A) and paragraph (c) of this
section, and section 522(b)(1)(B) and
paragraph (d) of this section. Amounts
allocated as patronage dividends, re-
funds, or rebates, whether in cash, mer-
chandise, capital stock, revolving fund
certificates, retain certificates, certifi-
cates of indebtedness, letters of advice,
or in some other manner that discloses
to each patron the dollar amount allo-
cated, with respect to patronage for
the taxable year or for preceding tax-
able years, shall be taken into account
in the manner provided in section 522
and in § 1.522–3.

(b) Cooperative association exempt from
tax before January 1, 1952. (1) For the
purpose of determining the method of
accounting under section 446 in the
case of a cooperative association which
was exempt from tax for taxable years
beginning prior to January 1, 1952, the
method of accounting, recognized
under sections 41, 42, and 43 of the In-
ternal Revenue Code of 1939 and the
regulations prescribed thereunder and
utilized in the return of such associa-
tion for its last taxable year to which
the Internal Revenue Code of 1939 was
applicable, shall be deemed to con-
stitute the method of accounting regu-
larly employed by the cooperative as-
sociation. Any change from this meth-
od may be made only if permission is

obtained from the Commissioner to
change to another recognized method
in accordance with section 446 and the
regulations thereunder.

(2) In any case where inventories are
an income-producing factor, see sec-
tions 471 and 472 and the regulations
thereunder. The elective method of
inventorying goods provided in section
472 may be adopted by the cooperative
association for any taxable year begin-
ning after December 31, 1953,
inaccordance with the requirements of
section 472 and the regulations there-
under. However, in order to use such
method for such a taxable year the co-
operative association (unless it has
used such method for a taxable year be-
ginning after 1951 and before 1954 pur-
suant to an election exercised as pro-
vided in 26 CFR (1939) 39.22(d)–3 (Regu-
lations 118) must exercise the election
provided in section 472 and the regula-
tions thereunder, even if it may have
utilized such method for accounting
purposes for taxable years beginning
before January 1, 1952.

(3) The following rules shall be appli-
cable in computing the net operating
loss deduction provided in section 172:
No net operating loss carryover shall
be allowed from a taxable year begin-
ning prior to January 1, 1952, for which
the cooperative association was ex-
empt from tax under section 101(12) of
the Internal Revenue Code of 1939. In
the case of a taxable year beginning
prior to January 1, 1952, for which the
association was not exempt under sec-
tion 101(12) of the Internal Revenue
Code of 1939 and of any taxable year be-
ginning after December 31, 1951, the
amount of the net operating loss
carryback or carryover from such year
shall not be reduced by reference to the
income of any taxable year beginning
prior to January 1, 1952, for which the
association was exempt from tax under
section 101(12) of the Internal Revenue
Code of 1939. However, any taxable year
beginning prior to January 1, 1952, for
which the cooperative association was
exempt under section 101(12) of the In-
ternal Revenue Code of 1939 shall be
taken into account in determining the
period for which a net operating loss
may be carried back or carried over, as
the case may be.
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(4) The adjustments to the cost or
other basis provided in sections 1011
and 1016 and the regulations there-
under, are applicable for the entire pe-
riod since the acquisition of the prop-
erty. Thus, proper adjustment to basis
must be made under section 1016 for de-
preciation, obsolescence, amortization,
and depletion for all taxable years be-
ginning prior to January 1, 1952, al-
though the cooperative association was
exempt from tax under section 521 or
corresponding provisions of prior law
for such years. However, no adjustment
for percentage or discovery depletion is
to be made for any year during which
the association was exempt from tax. If
a cooperative association has made a
proper election in accordance with sec-
tion 1020 and the regulations prescribed
thereunder with respect to a taxable
year beginning before 1952 in which the
association was not exempt from tax,
the adjustment to basis for deprecia-
tion for such years shall be limited in
accordance with the provisions of sec-
tion 1016(a)(2).

(5) In the case of tax exempt and par-
tially taxable bonds purchased at a pre-
mium and subject to amortization
under section 171, proper adjustment to
basis must be made to reflect amortiza-
tion with respect to such premium
from the date of acquisition of the
bond. (For principles governing the
method of computation, see the exam-
ple in paragraph (b) of § 1.1016–9, relat-
ing to mutual savings banks, building
and loan associations, and cooperative
banks.) The basis of a fully taxable
bond purchased at a premium shall be
adjusted from the date of the election
to amortize such premium in accord-
ance with the provisions of section 171
except that no adjustment shall be al-
lowable for such portion of the pre-
mium attributable to the period prior
to the election.

(6) In the case of a mortgage acquired
at a premium where the principal of
such mortgage is payable in install-
ments, adjustments to the basis for the
premium must be made for all taxable
years (whether or not the association
was exempt from tax under section 521
during such years) in which install-
ment payments are received. Such ad-
justments may be made on an indi-
vidual mortgage basis or on a com-

posite basis by reference to the average
period of payments of the mortgage
loans of such association. For the pur-
pose of this adjustment, the term pre-
mium includes the excess of the acquisi-
tion value of the mortgage over its ma-
turity value. The acquisition value of
the mortgage is the cost including buy-
ing commissions, attorneys’ fees or
brokerage fees, but such value does not
include amounts paid for accrued inter-
est.

(c) Deduction for dividends paid. There
is allowable as a deduction from the
gross income of a cooperative associa-
tion operated in compliance with the
requirements of section 521 and § 1.521–
1, amounts paid as dividends during the
taxable year upon the capital stock of
the cooperative association. For the
purpose of the preceding sentence, the
term capital stock includes common
stock (whether voting or nonvoting),
preferred stock, or any other form of
capital represented by capital retain
certificates, revolving fund certifi-
cates, letters of advice, or other evi-
dence of a proprietary interest in a co-
operative association. Such deduction
is applicable only to the taxable year
in which the dividends are actually or
constructively paid to the holder of
capital stock or other proprietary in-
terest of the cooperative association. If
a dividend is paid by check and the
check bearing a date within the tax-
able year is deposited in the mail, in a
cover properly stamped and addressed
tothe shareholder at his last known ad-
dress, at such time that in the ordinary
handling of the mails the check would
be received by such holder within the
taxable year, a presumption arises that
the dividend was paid to such holder in
such year. The determination of wheth-
er a dividend has been paid to such
holder by the corporation during its
taxable year is in no way dependent
upon the method of accounting regu-
larly employed by the corporation in
keeping its books. For further rules as
to the determination of the right to a
deduction for dividends paid, under cer-
tain specific circumstances, see section
561 and the regulations thereunder.

(d) Deduction for amounts allocated
from income not derived from patronage.
There is allowable as a deduction from
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the gross income of a cooperative asso-
ciation operated in compliance with
the requirements of section 521 and
§ 1.521–1 amounts allocated during the
taxable year to patrons with respect to
its income not derived from patronage
(whether or not such income was de-
rived during such taxable year) wheth-
er such amounts are paid in cash, mer-
chandise, capital stock, revolving fund
certificates, retain certificates, certifi-
cates of indebtedness, letters of advice,
or in some other manner that discloses
to each patron the dollar amount allo-
cated to him. For this purpose, alloca-
tions made after the close of the tax-
able year and on or before the 15th day
of the ninth month following the close
of the taxable year shall be considered
as made on the last day of such taxable
year to the extent that such alloca-
tions are attributable toincome derived
during the taxable year or during years
prior to the taxable year. As used in
this paragraph, the term income not de-
rived from patronage means incidental
income derived from sources not di-
rectly related to the marketing, pur-
chasing, or service activities of the co-
operative association. For example, in-
come derived from the lease of prem-
ises, from investment in securities,
from the sale or exchange of capital as-
sets, constitutes income not derived
from patronage. Business done with the
United States shall constitute income
not derived from patronage. In order
that the deduction for income not de-
rived from patronage may be applica-
ble, it is necessary that the amount
sought to be deducted be allocated on a
patronage basis in proportion, insofar
as is practicable, to the amount of
business done by or for patrons during
the period to which such income is at-
tributable. Thus, if capital gains are
realized from the sale or exchange of
capital assets acquired and disposed of
during the taxable year, income real-
ized from such gains must be allocated
to patrons of such year in proportion to
theamount of business done by such pa-
trons during the taxable year. Simi-
larly, if capital gains are realized by
the association from the sale or ex-
change of capital assets held for a pe-
riod of more than one taxable year in-
come realized from such gains must be
allocated, in proportion insofar as is

practicable, to the patrons of the tax-
able years during which the asset was
owned by the association, and to the
amount of business done by such pa-
trons during such taxable years.

§ 1.522–3 Patronage dividends, rebates,
or refunds; treatment as to coopera-
tive associations entitled to tax
treatment under section 522.

(a) General rule. Patronage dividends,
refunds, or rebates, allocated by a co-
operative association entitled to tax
treatment under section 522 to a patron
shall be taken into account in com-
puting the gross income of such asso-
ciation for the taxable year, as an in-
crease in its other cost of goods sold in
the case of an association marketing
products for patrons, or as a reduction
in its gross receipts, in the case of an
association purchasing supplies and
equipment or performing services for
patrons, as the case may be, if:

(1) The allocation is made in fulfill-
ment and satisfaction of a valid obliga-
tion of such association to the patron,
which obligation was in existence prior
to the receipt by the cooperative asso-
ciation of the amount allocated, and

(2) The allocation is made on or be-
fore the 15th day of the ninth month
following the close of the taxable year
in which the amounts allocated were
received by the cooperative associa-
tion.
For the purpose of subparagraph (1) of
this paragraph, amounts allocated by a
cooperative association entitled to tax
treatment under section 522 will be
deemed allocated in fulfillment and
satisfaction of a valid enforceable obli-
gation, if made pursuant to provisions
of the bylaws, articles of incorporation,
or other contract, whereby the associa-
tion is obligated to make such alloca-
tion after the retention of reasonable
reserves and after payment of dividends
on capital stock or other proprietary
capital interests. Notwithstanding the
provisions of subparagraphs (1) and (2)
of this paragraph, amounts allocated as
patronage dividends, refunds, or re-
bates during the taxable year, on or be-
fore the 15th day of the ninth month
following the close of such year, with
respect to patronage for years pre-
ceding the taxable year, shall be taken
into account as an increase in its other
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cost of goods sold, or as a reduction in
gross receipts, for the taxable year, as
the case may be, where retention as
reasonable reserves of the amounts so al-
located beyond the year in which
earned was proper in accordance with
the provisions of section 521 and where
the allocation is made to the patron on
a patronage basis is proportion insofar
as is practicable, to the amount of
business done by such patrons during
the taxable year or years in which the
retained amounts were received by the
cooperative association.

(b) Examples. This section may be il-
lustrated by the following examples:

Example 1. E, a cooperative association en-
titled to tax treatment under section 522, or-
ganized without capital stock, is engaged in
the business of marketing products for its
patrons on a non-pool basis. The by-laws of
Cooperative E provide that there shall be al-
located to patrons as patronage dividends
within a reasonable time following the close
of the year all of the gross returns from
sales, less expenses of operation for the year
and amounts retained as reasonable reserves
necessary to the operation of Cooperative E.
At the close of the taxable year, 1954, it is
determined that from the gross returns from
sales less operating expenses and all taxes
for such year, $5,000 is to be retained as rea-
sonable reserves for various necessary pur-
poses of Cooperative E. It is assumed that
the retention of such amount is proper in ac-
cordance with the provisions of section 521.
Such $5,000 is apportioned on the books of
Cooperative E to patrons of 1954 on a patron-
age basis, or permanent records are kept
from which an apportionment to such pa-
trons can be made. On March 1, 1955, pursu-
ant tothe terms of the by-laws, $200,000, the
balance of the gross returns for the taxable
year, is allocated to patrons of 1954 on the
basis of patronage. $100,000 of such $200,000 is
allocated in cash. The remaining $100,000 is
allocated in retain certificates, bearing no in-
terest and redeemable in the discretion of
the Board of Directors of Cooperative E.
There may be added to the cost of goods sold
by Cooperative E for 1954, $200,000 ($100,000 in
cash, $100,000 in retain certificates), the total
amount allocated as patronage dividends, re-
bates, or refunds in fulfillment and satisfac-
tion of the obligation of the by-laws, on
March 1, 1955, before the 15th day of the
ninth month following the close of 1954.
There may not be added to the cost of goods
sold by Cooperative E for 1954, $5,000, the
amount retained as reserves apportioned on
the books, but not allocated as patronage
dividends, rebates, or refunds.

Example 2. The facts are the same as exam-
ple 1, it additionally appearing that at the

close of 1955 it is determined by Cooperative
E to allocate as cash patronage dividends, re-
bates, or refunds to patrons of 1954, $5,000,
the amount retained as reasonable reserves for
1954 in accordance with the provisions of sec-
tion 521. On March 1, 1956, such amount is al-
located. There may be added to the cost of
goods sold by Cooperative E for 1955, $5,000,
the amount allocated with respect to patron-
age of a preceding year, 1954, properly main-
tained as a reserve under section 521.

§ 1.522–4 Taxable years affected.
Section 522 and §§ 1.522–1, 1.522–2, and

1.522–3, are applicable to taxable years
beginning before January 1, 1963, and
also to amounts paid during taxable
years beginning after December 31,
1962, the tax treatment of which is not
prescribed in section 1382 and the regu-
lations thereunder.

[T.D. 6643, 28 FR 3163, Apr. 2, 1963]

§ 1.527–1 Political organizations; gen-
erally.

Section 527 provides that a political
organization is considered an organiza-
tion exempt from income taxes for the
purpose of any law which refers to or-
ganizations exempt from income taxes.
A political organization is subject to
tax only to the extent provided in sec-
tion 527. In general, a political organi-
zation is an organization that is orga-
nized and operated primarily for an ex-
empt function as defined in § 1.527–2(c).
Section 527 provides that a political or-
ganization is taxed on its political or-
ganization taxable income (see § 1.527–4)
which, in general, does not include the
exempt function income (see § 1.527–3)
of the political organization. Further-
more, section 527 provides that an ex-
empt organization, other than a polit-
ical organization, may be subject to
tax under section 527 when it expends
an amount for an exempt function, see
§ 1.527–6. The taxation of newsletter
funds is provided under section 527(g)
and § 1.527–7. A special rule for prin-
cipal campaign committees is provided
under section 527(h) and § 1.527–9.

[T.D. 8041, 50 FR 30817, July 30, 1985]

§ 1.527–2 Definitions.
For purposes of section 527 and these

regulations:
(a) Political organization—(1) In gen-

eral. A political organization is a party,
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committee, association, fund, or other
organization (whether or not incor-
porated) organized and operated pri-
marily for the purpose of directly or in-
directly accepting contributions or
making expenditures for an exempt
function activity (as defined in para-
graph (c) of this section). Accordingly,
a political organization may include a
committee or other group which ac-
cepts contributions or makes expendi-
tures for the purpose of promoting the
nomination of an individual for an
elective public office in a primary elec-
tion, or in a meeting or caucus of a po-
litical party. A segregated fund (as de-
fined in paragraph (b) of this section)
established and maintained by an indi-
vidual may qualify as a political orga-
nization.

(2) Organizational test. A political or-
ganization meets the organizational
test if its articles of organization pro-
vide that the primary purpose of the
organization is to carry on one or more
exempt functions. A political organiza-
tion is not required to be formally
chartered or established as a corpora-
tion, trust, or association. If an organi-
zation has no formal articles of organi-
zation, consideration is given to state-
ments of the members of the organiza-
tion at the time the organization is
formed that they intend to operate the
organization primarily to carry on one
or more exempt functions.

(3) Operational test. A political orga-
nization does not have to engage exclu-
sively in activities that are an exempt
function. For example, a political orga-
nization may:

(i) Sponsor nonpartisan educational
workshops which are not intended to
influence or attempt to influence the
selection, nomination, election, or ap-
pointment of any individual for public
office,

(ii) Pay an incumbent’s office ex-
penses, or

(iii) Carry on social activities which
are unrelated to its exempt function,
provided these are not the organiza-
tion’s primary activities. However, ex-
penditures for purposes described in
the preceding sentence are not for an
exempt function. See § 1.527–2 (c) and
(d). Furthermore, it is not necessary
that a political organization operate in
accordance with normal corporate for-

malities as ordinarily established in
bylaws or under state law.

(b) Segregated fund—(1) General rule. A
segregated fund is a fund which is estab-
lished and maintained by a political or-
ganization or an individual separate
from the assets of the organization or
the personal assets of the individual.
The purpose of such a fund must be to
receive and segregate exempt function
income (and earnings on such income)
for use only for an exempt function or
for an activity necessary to fulfill an
exempt function. Accordingly, the
amounts in the fund must be dedicated
for use only for an exempt function.
Thus, expenditures for the establish-
ment or administration of a political
organization or the solicitation of po-
litical contributions may be made from
the segregated fund, if necessary to ful-
fill an exempt function. The fund must
be clearly identified and established for
the pruposes intended. A savings or
checking account into which only con-
tributions to the political organization
are placed and from which only expend-
itures for exempt functions are made
may be a segregated fund. If an organi-
zation that had designated a fund to be
a segregated fund for purposes of segre-
gating amounts referred to in section
527(c)(3) (A) through (D), expends more
than an insubstantial amount from the
segregated fund for activities that are
not for an exempt function during a
taxable year, the fund will not be
treated as a segregated fund for such
year. In such a case amounts referred
to in section 527(c)(3)(A)–(D),segregated
in such fund will not be exempt func-
tion income. Further, if more than in-
substantial amounts segregated for an
exempt function in prior years are ex-
pended for other than an exempt func-
tion the facts and circumstances may
indicate that the fund was never a seg-
regated fund as defined in this para-
graph.

(2) Record keeping. The organization
or individual maintaining a segregated
fund must keep records that are ade-
quate to verify receipts and disburse-
ments of the fund and identify the ex-
empt function activity for which each
expenditure is made.

(c) Exempt function—(1) Directly re-
lated expenses. An exempt function, as
defined in section 527(e)(2), includes all
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activities that are directly related to
and support the process of influencing
or attempting to influence the selec-
tion, nomination, election, or appoint-
ment of any individual to public office
or office in a political organization
(the selection process). Whether an ex-
penditure is for an exempt function de-
pends upon all the facts and cir-
cumstances. Generally, where an orga-
nization supports an individual’s cam-
paign for public office, the organiza-
tion’s activities and expenditures in
futherance of the individual’s election
or appointment to that office are for an
exempt function of the organization.
The individual does not have to be an
announced candidate for the office.
Furthermore, the fact that an indi-
vidual never becomes a candidate is
not crucial in determining whether an
organization is engaging in an exempt
function. An activity engaged in be-
tween elections which is directly re-
lated to, and supports, the process of
selection, nomination, or election of an
individual in the next applicable polit-
ical campaign is an exempt function
activity.

(2) Indirect expenses. Expenditures
that are not directly related to influ-
encing or attempting to influence the
selection process may also be an ex-
penditure for an exempt function by a
political organization. These are ex-
penses which are necessary to support
the directly related activities of the
political organization. Activities which
support the directly related activities
are those which must be engaged in to
allow the political organization to
carry out the activity of influencing or
attempting to influence the selection
process. For example, expenses for
overhead and record keeping are nec-
essary to allow the political organiza-
tion to be established and to engage in
political activities. Similarly, expenses
incurred in soliciting contributions to
the political organization are nec-
essary to support the activities of the
political organization.

(3) Terminating activities. An exempt
function includes an activity which is
in furtherance of the process of termi-
nating a political organization’s exist-
ence. For example, where a political
organization is established for a single
campaign, payment of campaign debts

after the conclusion of the campaign is
an exempt function activity.

(4) Illegal expenditures. Expenditures
which are illegal or are for a judicially
determined illegal activity are not con-
sidered expenditures in furtherance of
an exempt function, even though such
expenditures are made in connection
with the selection process.

(5) Examples. The following examples illus-
trate the principles of paragraph (c) of this
section. The term exempt function when used
in the following examples means exempt
function within the meaning of section
527(e)(2).

(i) Example 1. A wants to run for election to
public office in State X. A is not a candidate.
A travels throughout X in order to rally sup-
port for A’s intended candidacy. While in X,
A attends a convention of an organization
for the purpose of attempting to solicit its
support. The amount expended for travel,
lodging, food, and similar expenses are for an
exempt function.

(ii) Example 2. B, a member of the United
States House of Representatives, is a can-
didate for reelection. B travels with B’s
spouse to the district B represents. B feels it
is important for B’s reelection that B’s
spouse accompany B. While in the district, B
makes speeches and appearances for the pur-
pose of persuading voters to reelect B. The
travel expenses of B and B’s spouse are for an
exempt function.

(iii) Example 3. C is a candidate for public
office. In connection with C’s campaign, C
takes voice and speech lessons to improve
C’s skills. The expenses for these lessons are
for an exempt function.

(iv) Example 4. D, an officeholder and can-
didate for reelection, purchases tickets to a
testimonial dinner. D’s attendance at the
dinner is intended to aid D’s reelection. Such
expenditures are for an exempt function.

(v) Example 5. E, an officeholder, expends
amounts for periodicals of general circula-
tion in order to keep informed on national
and local issues. Such expenditures are not
for an exempt function.

(vi) Example 6. N is an organization de-
scribed in section 501(c) and is exempt from
taxation under section 501(a). F is employed
as president of N. F, as a representative of N,
testifies in response to a written request
from a Congressional committee in support
of the confirmation of an individual to a cab-
inet position. The expenditures by N that are
directly related to F’s testimony are not for
an exempt function.

(vii) Example 7. P is a political organization
described in section 527(e)(2). Between elec-
tions P does not support any particular indi-
vidual for public office. However, P does
train staff members for the next election,
drafts party rules, implements party reform
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proposals, and sponsors a party convention.
The expenditures for these activities are for
an exempt function.

(viii) Example 8. Q is a political organiza-
tion described in section 527(e)(2). Q finances
seminars and conferences which are intended
to influence persons who attend to support
individuals to public office whose political
philosophy is in harmony with the political
philosophy of Q. The expenditures for these
activities are for an exempt function.

(d) Public office. The facts and cir-
cumstances of each case will determine
whether a particular Federal, State, or
local office is a public office. Principles
consistent with those found under
§ 53.4946–1(g)(2) (relating to the defini-
tion of public office) will be applied.

(e) Principal campaign committee. A
principal campaign committee is the po-
litical committee designated by a can-
didate for Congress as his or her prin-
cipal campaign committee for purposes
of section 302(e) of the Federal Election
Campaign Act of 1971 (2 U.S.C. section
432(e)), as amended, and section 527(h)
and § 1.527–9.

[T.D. 7744, 45 FR 85731, Dec. 30, 1980; as
amended by T.D. 8041, 50 FR 30817, July 30,
1985]

§ 1.527–3 Exempt function income.
(a) General rule—(1) For purposes of

section 527, exempt function income
consists solely of amounts received as:

(i) Contributions of money or other
property,

(ii) Membership dues, fees, or assess-
ments from a member of a political or-
ganization, or

(iii) Proceeds from a political fund
raising or entertainment event, or pro-
ceeds from the sale of political cam-
paign materials, which are not received
in the ordinary course of any trade or
business,
but only to the extent such income is
segregated for use only for exempt
functions of the political organization.

(2) Income will be considered seg-
regated for use only for an exempt
function only if it is received into and
disbursed from a segregated fund as de-
fined in § 1.527–2(b).

(b) Contributions. The rules of section
271(b)(2) apply in determining whether
the transfer of money or other prop-
erty constitutes a contribution. Gen-
erally, money or other property,

whether solicited personally, by mail,
or through advertising, qualifies as a
contribution. In addition, to the extent
a political organization receives Fed-
eral, State, or local funds under the $1
checkoff provision (sections 9001–9013),
or any other provision for financing of
campaigns, such amounts are to be
treated as contributions.

(c) Dues, fees, and assessments.
Amounts received as membership fees
and assessments from members of a po-
litical organization may constitute ex-
empt function income to the political
organization. Membership fees and as-
sessments received in consideration for
services, goods, or other items of value
do not constitute exempt function in-
come. However, filing fees paid by an
individual directly or indirectly to a
political party in order that the indi-
vidual may run as a candidate in a pri-
mary election of the party (or run in a
general election as a candidate of that
party) are to be treated as exempt
function income. For example, some
States provide that a certain percent-
age of the first year’s salary of the of-
fice sought must be paid to the State
as a filing (or qualifying) fee and party
assessment. The State then transfers
part of this fee to the candidate’s
party. In such a case, the entire
amount transferred to the party is to
be treated as exempt function income.
Furthermore, amounts paid by an indi-
vidual directly to the party as a quali-
fication fee are treated similarly.

(d) Fund raising events—(1) In general.
Amounts received from fund raising
and entertainment events are eligible
for treatment as exempt function in-
come if the events are political in na-
ture and are not carried on in the ordi-
nary course of a trade or business.
Whether an event is political in nature
depends on all facts and circumstances.
One factor that indicates an event is a
political event is the extent to which
the event is related to a political activ-
ity aside from the need of the organiza-
tion for income or funds. For example,
an event that is intended to rally and
encourage support for an individual for
public office would be a political fund
raising event. Examples of political
events can include dinners, breakfasts,
receptions, picnics, dances, and ath-
letic exhibitions.
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(2) Ordinary course of any trade or
business. Whether an activity is in the
ordinary course of a trade or business
depends on the facts and circumstances
of each case. Generally, proceeds from
casual, sporadic fund raising or enter-
tainment events are not in the ordi-
nary course of a trade or business. Fac-
tors to be taken into account in deter-
mining whether an activity is a trade
or business include the frequency of
the activity, the manner in which the
activity is conducted, and the span of
time over which the activity is carried
on.

(e) Sale of campaign materials.
Amounts received from the sale of
campaign materials are eligible for
treatment as exempt function income
if the sale is not carried on in the ordi-
nary course of a trade or business (as
defined in paragraph (d)(2) of this sec-
tion), and is related to a political ac-
tivity of the organization aside from
the need of such organization for in-
come or funds. Proceeds from the sale
of political memorabilia, bumper stick-
ers, campaign buttons, hats, shirts, po-
litical posters, stationery, jewelry, or
cookbooks are related to such a polit-
ical acitivity where such items can be
identified as relating to distributing
political literature or organizing vot-
ers to vote for a candidate for public
office.

[T.D. 7744, 45 FR 85732, Dec. 30, 1980]

§ 1.527–4 Special rules for computation
of political organization taxable in-
come.

(a) In general. Political organization
taxable income is determined accord-
ing to the provisions of section 527(b)
and the rules set forth in this section.

(b) Limitation on capital losses. If for
any taxable year a political organiza-
tion has a net capital loss, the rules of
sections 1211(a) and 1212(a) apply.

(c) Allowable deductions—(1) In gen-
eral. To be deductible in computing po-
litical organization taxable income, ex-
penses, depreciation, and similar items
must not only qualify as deductions al-
lowed by chapter 1 of the Code, but
must also be directly connected with
the production of political organiza-
tion taxable income.

(2) Directly connected with defined. To
be directly connected with the produc-

tion of political organization taxable
income, an item of deduction must
have a proximate and primary relation-
ship to the production of such income
and have been incurred in the produc-
tion of such income. Items of deduction
attributable solely to items of political
organization taxable income are proxi-
mately and primarily related to such
income. Whether an item of deduction
is incurred in the production of polit-
ical organization taxable income is de-
termined on the basis of all the facts
and circumstances of each case.

(3) Dual use of facilities or personnel.
Expenses, depreciation, and similar
items that are attributable to the pro-
duction of exempt function income and
political organization taxable income
shall be allocated between the two on a
reasonable and consistent basis. For
example, where facilities are used both
for an exempt function of the organiza-
tion and for the production of political
organization taxable income, expenses,
depreciation, and similar items attrib-
utable to such facilities (for example,
items of overhead) shall be allocated
between the two uses of a reasonable
and consistent basis. Similarly, where
personnel are employed both for an ex-
empt function and for the production
of political organization taxable in-
come, expenses and similar items at-
tributable to such personnel (for exam-
ple, items of salary) shall be allocated
between the activities on a reasonable
and consistent basis. The portion of
any such item so allocated to the pro-
duction of political organization tax-
able income is directly connected with
such income and is allowable as a de-
duction in computing political organi-
zation taxable income to the extent
that it qualifies as an item of deduc-
tion allowed by chapter 1 of the Code.
Thus, for example, assume that X, a
political organization, pays its man-
ager a salary of $10,000 a year and that
it derives political organization tax-
able income. If 10 percent of the man-
ager’s time during the year is devoted
to deriving X’s gross income (other
than exempt function income), a de-
duction of $1,000 (10 percent of $10,000)
would generally be allowable for pur-
poses of computing X’s political orga-
nization taxable income.

[T.D. 7744, 45 FR 85733, Dec. 30, 1980]
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§ 1.527–5 Activities resulting in gross
income to an individual or political
organization.

(a) In general—(1) General rule.
Amounts expended by a political orga-
nization for an exempt function are not
income to the individual or individuals
on whose behalf such expenditures are
made. However, where a political orga-
nization expends any other amount for
the personal use of any individual, the
individual on whose behalf the amount
is expended will be in receipt of in-
come. Amounts are expended for the
personal use of an individual where a
direct or indirect financial benefit ac-
crues to such individual. For example,
if a political organization pays a per-
sonal legal obligation of a candidate
for public office, such as the can-
didate’s federal income tax liability,
the amount paid is includible in such
candidate’s gross income. Similarly, if
a political organization expends
anyamount of its exempt function in-
come for other than an exempt func-
tion, and the expenditure results in a
direct or indirect financial benefit to
the political organization, it must in-
clude the amount of such expenditure
in its gross income. For example, if a
political organization expends exempt
function income for making an im-
provement or addition to its facilities,
or for equipment, which is not nec-
essary for or used in carrying out an
exempt function, the amount of the ex-
penditure will be included in the polit-
ical organization’s gross income. How-
ever, if a political organization expends
exempt function income to make ordi-
nary and necessary repairs on the fa-
cilities the political organization uses
in conducting its exempt function,
such amounts will not be included in
the political organization’s gross in-
come.

(2) Expenditure for an illegal activity.
Expenditures by a political organiza-
tion that are illegal or for an activity
that is judicially determined to be ille-
gal are treated as amounts not seg-
regated for use only for the exempt
function and shall be included in the
political organization’s taxable in-
come. However, expenses incurred in
defense of civil or criminal suits
against the organization are not treat-
ed as taxable to the organization. Simi-

larly, voluntary reimbursement to the
participants in the illegal activity for
similar expenses incurred by them are
not taxable to the organization if the
organization can demonstrate that
such payments do not constitute a part
of the inducement to engage in the ille-
gal activity or part of the agreed upon
compensation therefor. However, if the
organization entered into an agree-
ment with the participants to defray
such expenses as part of the induce-
ment, such payments would be treated
as an expenditure for an illegal activ-
ity. Except where necessary to prevent
the period of limitation for assessment
and collection of a tax from expiring, a
notice of deficiency will not generally
be issued until after there has been a
final determination of illegality by an
appropriate court in a criminal pro-
ceeding.

(b) Certain uses not treated as income to
a candidate. Except as otherwise pro-
vided in paragraph (a) of this section, if
a political organization:

(1) Contributes any amount to or for
the use of any political organization
described in section 527(e)(1) or news-
letter fund described in section 527(g),

(2) Contributes any amount to or for
the use of any organization described
in paragraph (1) and (2) of section 509(a)
which is exempt from taxation under
section 501(a), or

(3) Deposits any amount in the gen-
eral fund of the U.S. Treasury or in the
general fund of any State or local gov-
ernment,
such amount shall not be treated as an
amount expended for the personal use
of a candidate or other person. No de-
duction shall be allowed under the In-
ternal Revenue Code of 1954 for the
contribution or deposit described in the
preceding sentence.

(c) Excess funds—(1) General rule. Gen-
erally, funds controlled by a political
organization or other person after a
campaign or election are excess funds
and are treated as expended for the per-
sonal use of the person having control
over the ultimate use of such funds.
However, such funds will not be treated
as excess funds to the extent they are:

(i) Transferred within a reasonable
period of time by the person control-
ling the funds in accordance with para-
graph (b) of this section, or
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(ii) Held in reasonable anticipation of
being used by the political organiza-
tion for future exempt functions.

(2) Excess funds transferred at death.
Where excess funds are held by an indi-
vidual who dies, and these funds go to
the individual’s estate or any other
person (other than an organization or
fund described in paragraph (b) of this
section), the funds are income of the
decedent and will be included in the de-
cedent’s gross estate unless the estate
or other person receiving such funds
transfers the funds within a reasonable
period of time in accordance with para-
graph (b) of this section.
This paragraph (c)(2) will not apply
where the individual who dies provides
that the funds be transferred to an or-
ganization or fund described in para-
graph (b) of this section.

[T.D. 7744, 45 FR 85733, Dec. 30, 1980]

§ 1.527–6 Inclusion of certain amounts
in the gross income of an exempt
organization which is not a political
organization.

(a) Exempt organizations—General rule.
If an organization described in section
501(c) which is exempt from tax under
section 501(a) expends any amount for
an exempt function, it may be subject
to tax. There is included in the gross
income of such organization for the
taxable year an amount equal to the
lesser of:

(1) The net investment income of
such organization for the taxable year,
or

(2) The aggregate amount expended
during the taxable year for an exempt
function.
The amount included will be treated as
political organization taxable income.

(b) Exempt function expenditures—(1)
Directly related expenses. (i) Except as
provided in this section, the term ex-
empt function will generally have the
same meaning it has in § 1.527–2(c).
Thus, expenditures which are directly
related to the selection process as de-
fined in § 1.527–2(c)(1) are expenditures
for an exempt function. Expenditures
for indirect expenses as defined in
§ 1.527–2(c)(2), when made by a section
501(c) organization are for an exempt
function only to the extent provided in
paragraph (b)(2) of this section. Ex-
penditures of a section 501 (c) organiza-

tion which are otherwise allowable
under the Federal Election Campaign
Act or similar State statute are for an
exempt function only to the extent
provided in paragraph (b)(3) of this sec-
tion.

(ii) An expenditure may be made for
an exempt function directly or through
another organization. A section 501(c)
organization will not be absolutely lia-
ble under section 527(f)(1) for amounts
transferred to an individual or organi-
zation. A section 501(c) organization is,
however, required to take reasonable
steps to ensure that the transferee does
not use such amounts for an exempt
function.

(2) Indirect expenses. [Reserved]
(3) Expenditures allowed by Federal

Election Campaign Act. [Reserved]
(4) Appointments or confirmations.

Where an organization described in
paragraph (a) of this section appears
before any legislative body in response
to a written request by such body for
the purpose of influencing the appoint-
ment or confirmation of an individual
to a public office, any expenditure di-
rectly related to such appearance is
not treated as an expenditure for an ex-
empt function.

(5) Nonpartisan activity. Expenditures
for nonpartisan activities by an organi-
zation to which paragraph (a) of this
section applies are not expenditures for
an exempt function. Nonpartisan ac-
tivities include voter registration and
get-out-the-vote campaigns. To be non-
partisan voter registration and get-out-
the-vote campaigns must not be specifi-
cally identified by the organization
with any candidate or political party.

(c) Character of items included in gross
income—(1) General rule. The items of
income included in the gross income of
an organization under paragraph (a) of
this section retain their character as
ordinary income or capital gain.

(2) Special rule in determining character
of item. If the amount included in gross
income is determined under paragraph
(a)(2)(ii) of this section, the character
of the items of income is determined
by multiplying the total amount in-
cluded in gross income under such
paragraph by a fraction, the numerator
of which is the portion of the organiza-
tion’s net investment income that is
gain from the sale or exchange of a
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capital asset, and the denominator of
which is the organization’s net invest-
ment income. For example, if $5,000 is
included in the gross income of an or-
ganization under paragraph (a)(2) of

this section, and the organization had
$100,000 of net investment income of
which $10,000 is long term capital gain,
then $500 would be treated as long term
capital gain:

Capital gain

net investment income
Amount ended

on an exempt function

Portion of income
subject to tax under

tion
SS× =

× =

exp

sec

$10,

$100,
$5, $500

1201

000

000
000

(d) Modifications. The modifications
described in section 527(c)(2) apply in
computing the tax under paragraph
(a)(2) of this section. Thus, no net oper-
ating loss is allowed under section 172
nor is any deduction allowed under
part VIII of subchapter B. However,
there is allowed a specific deduction of
$100.

(e) Transfer not treated as exempt func-
tion expenditures. Provided the provi-
sions of this paragraph (e) are met, a
transfer of political contributions or
dues collected by a section 501(c) orga-
nization to a separate segregated fund
as defined in paragraph (f) of this sec-
tion is not treated as an expenditure
for an exempt function (within the
meaning of § 1.527–2(c)). Such transfers
must be made promptly after the re-
ceipt of such amounts by the section
501(c) organization, and must be made
directly to the separate segregated
fund. A transfer is considered promptly
and directly made if:

(1) The procedures followed by the
section 501(c) organization satisfy the
requirements of applicable Federal or
State campaign law and regulations;

(2) The section 501(c) organization
maintains adequate records to dem-
onstrate that amounts transferred in
fact consist of political contributions
or dues, rather than investment in-
come; and

(3) The political contributions or
dues transferred were not used to earn
investment income for the section
501(c) organization.

(f) Separate segregated fund. An orga-
nization or fund described in section
527(f)(3) is a separate segregated fund.

To avoid the application of paragraph
(a) of this section, an organization de-
scribed in section 501(c) that is exempt
from taxation under section 501(a)
may, if it is consistent with its exempt
status, establish and maintain such a
separate segregated fund to receive
contributions and make expenditures
in a political campaign. If such a fund
meets the requirements of § 1.527–2(a)
(relating to the definition of a political
organization), it shall be treated as a
political organization subject to the
provisions of section 527. A segregated
fund established under the Federal
Election Campaign Act will continue
to be treated as a segregated fund when
it engages in exempt function activi-
ties as defined in § 1.527–2(c), relating to
State campaigns.

(g) Effect of expenditures on exempt sta-
tus. Section 527(f) and this section do
not sanction the intervention in any
political campaign by an organization
described in section 501(c) if such activ-
ity is inconsistent with its exempt sta-
tus under section 501(c). For example,
an organization described in section
501(c)(3) is precluded from engaging in
any political campaign activities. The
fact that section 527 imposes a tax on
the exempt function (as defined in
§ 1.527–2(c)) expenditures of section
501(c) organizations and permits such
organizations to establish separate seg-
regated funds to engage in campaign
activities does not sanction the partici-
pation in these activities by section
501(c)(3) organizations.

[T.D. 7744, 45 FR 85734, Dec. 30, 1980]
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§ 1.527–7 Newsletter funds.
(a) In general. For purposes of this

section, a fund established and main-
tained by an individual who holds, has
been elected to, or is a candidate (with-
in the meaning of section 41(c)(2)) for
nomination or election to, any Federal,
State, or local elective public office for
the use by such individual exclusively
for an exempt function, as defined in
paragraph (c) of this section, shall be a
newsletter fund. If assets of a news-
letter fund are used for any purpose
other than the exempt function of the
newsletter fund as defined in paragraph
(c) of this section, such amount shall
be treated as expended for the personal
use of the individual who established
and maintained such fund. In addition,
future contributions to such fund are
treated as income to the individual
who established and maintained the
fund. In such a case, the facts and cir-
cumstances may indicate that the fund
was never established and maintained
exclusively for an exempt function as
defined in paragraph (c) of this section.

(b) Determination of taxable income. A
newsletter fund shall be treated as if it
were a political organization for pur-
poses of determining its taxable in-
come. However, the specific $100 deduc-
tion provided by section 527(c)(2)(A)
shall not be allowed.

(c) Exempt function. For purposes of
this section, the exempt function of a
newsletter fund consists solely of the
preparation and circulation of the
newsletter. Among the expenditures
treated as preparation and circulation
expenditures of the newsletter are:

(1) Secretarial services,
(2) Printing,
(3) Addressing, and
(4) Mailing.
(d) Nonexempt function purposes.

Newsletter fund assets may not be used
for campaign activities. Therefore, an
exempt function of a newsletter fund
does not include:

(1) Expenditures for an exempt func-
tion as defined in § 1.527–2(c) or

(2) Transfers of unexpended amounts
to a political organization described in
section 527(e)(1).

(e) Excess funds. Excess funds held by
a newsletter fund which has ceased to
engage in the preparation and circula-
tion of the newsletter are treated as

expended for the personal use of the in-
dividual who established and main-
tained such fund. However, to the ex-
tent such excess funds are within a rea-
sonable period of time:

(1) Contributed to or for the use of
any organization described in para-
graph (1) or (2) of section 509(a) which
is exempt from taxation under section
501(a),

(2) Deposited in the general fund of
the U.S. Treasury or in the general
fund of any State or local government
(including the District of Columbia), or

(3) Contributed to any other news-
letter fund as described in paragraph
(a) of this section,
the excess funds are not treated as ex-
pended for the personal use of such in-
dividual. In such a case the individual
is not allowed a deduction under the
Internal Revenue Code of 1954 for such
contribution or deposit.

[T.D. 7744, 45 FR 85735, Dec. 30, 1980]

§ 1.527–8 Effective date; filing require-
ments; and miscellaneous provi-
sions.

(a) Assessment and collections. Since
the taxes imposed by section 527 are
taxes imposed by subtitle A of the
Code, all provisions of law and of the
regulations applicable to the taxes im-
posed by subtitle A are applicable to
the assessment and collection of the
taxes imposed by section 527. Organiza-
tions subject to the tax imposed by sec-
tion 527 are subject to the same provi-
sions, including penalties, as are pro-
vided for corporations, in general, ex-
cept that the requirements of section
6154 concerning the payment of esti-
mated tax do not apply. See, generally,
sections 6151, et. seq., and the regula-
tions prescribed thereunder, for provi-
sions relating to payment of tax.

(b) Returns. For requirements of fil-
ing annual returns with respect to po-
litical organization taxable income, see
section 6012 (a) (6) and the applicable
regulations.

(c) Taxable years, method of account-
ing, etc. The taxable year (fiscal year or
calendar year, as the case may be) of a
political organization is determined
without regard to the fact that such or-
ganization may have been exempt from
tax during any prior period. See sec-
tions 441 and 446, and the regulations
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thereunder in this part, and section
7701 and the regulations in Part 301 of
this chapter (Regulations on Procedure
and Administration). Similarly, in
computing political organization tax-
able income, the determination of the
taxable year for which an item of in-
come or expense is taken into account
is made under the provisions of sec-
tions 441, 446, 451, 461, and the regula-
tions thereunder, whether or not the
item arose during a taxable year begin-
ning before, on, or after the effective
date of the provisions imposing a tax
upon political organization taxable in-
come. If a method for treating bad
debts was selected in a return of in-
come (other than an information re-
turn) for a previous taxable year, the
taxpayer must follow such method in
its returns under section 527, unless
such method is changed inaccordance
with the provisions of § 1.166–1. A tax-
payer who has not previously selected
a method for treating bad debts may,
in its first return under section 6012 (a)
(6), exercise the option granted in
§ 1.166–1.

(d) Effective date. Except as provided
in paragraph (b)(2) of § 1.527–6 and in
paragraph (a) of § 1.527–9, the regula-
tions under section 527 apply to taxable
years beginning after December 31,
1974.

[T.D. 7744, 45 FR 85735, Dec. 30, 1980; as
amended by T.D. 8041, 50 FR 30817, July 30,
1985]

§ 1.527–9 Special rule for principal
campaign committees.

(a) In general. Effective with respect
to taxable years beginning after De-
cember 31, 1981, the tax imposed by sec-
tion 527(b) on the political organization
taxable income of a principal campaign
committee shall be computed by multi-
plying the political organization tax-
able income by the appropriate rates of
tax specified in section 11(b). The polit-
ical organization taxable income of a
campaign committee not a principal
campaign committee is taxed at the
highest rate of tax specified in section
11(b). A candidate for Congress may
designate one political committee to
serve as his or her principal campaign
committee for purposes of section
527(h)(1). If a designation is made, it
shall be made in accordance with the

requirements of paragraph (b) of this
section. A candidate for Congress may
have only one designation in effect at
any time. Under 11 CFR 102.12, no polit-
ical committee may be designated as
the principal campaign committee of
more than one candidate for Congress.
Further, no political committee that
supports or has supported more than
one candidate for Congress may be des-
ignated as a principal campaign com-
mittee. No designation need be made
where there is only one political cam-
paign committee with respect to a can-
didate.

(b) Manner of designation. If a can-
didate for Congress elects to make a
designation under section 527(h) and
this section, he or she shall designate
his or her principal campaign com-
mittee by appending a copy of his or
her Statement of Candidacy (that is,
the Federal Election Commission Form
2, or equivalent statement that the
candidate filed with the Federal Elec-
tion Commission under 11 CFR
101.1(a)), to the Form 1120–POL filed by
the principal campaign committee for
each taxable year for which the des-
ignation is effective. This designation
may also be made by appending to the
Form 1120–POL statement containing
the following information: The name
and address of the candidate for Con-
gress; his or her taxpayer identifica-
tion number; his or her party affili-
ation and the office sought; the district
and State in which the office is sought;
and the name and address of the prin-
cipal campaign comittee. This designa-
tion shall be made on or before the due
date (as extended) for filing Form 1120–
POL. Only a candidate for Congress
may make a designation in accordance
with this paragraph.

(c) Manner of revoking designation. A
designation of a principal campaign
committee that has been filed in ac-
cordance with this section may be re-
voked only with the consent of the
Commissioner. In general, the Commis-
sioner will grant such consent in every
case where the candidate for Congress
has revoked his or her designation in
compliance with the requirements of
the Federal Election Commission by
filing an amended Statement of Orga-
nization or its equivalent pursuant to
11 CFR 102.2(a)(2). In the case of the

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00228 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



229

Internal Revenue Service, Treasury § 1.528–2

revocation of the designation of a prin-
cipal campaign committee by a can-
didate followed by the designation of
another principal campaign committee
by such candidate, for purposes of de-
termining the appropriate rate of tax
under section 11(b) for a taxable year,
the political organization taxable in-
come of the first principal campaign
committee shall be treated as that of
the subsequent principal campaign
committee. In a case where consent to
revoke a designation of a principal
campaign committee is granted and a
new designation is filed, the Commis-
sioner may condition his consent upon
the agreement of the candidate for
Congress to insure compliance with the
preceding sentence.

[T.D. 8041, 50 FR 30817, July 30, 1985]

HOMEOWNERS ASSOCIATIONS

§ 1.528–1 Homeowners associations.
(a) In general. Section 528 only ap-

plies to taxable years of homeowners
associations beginning after December
31, 1973. To qualify as a homeowners as-
sociation an organization must either
be a condominium management asso-
ciation or a residential real estate
management association. For the pur-
poses of Section 528 and the regulations
under that section, the term home-
owners association shall refer only to an
organization described in section 528.
Cooperative housing corporations and
organizations based on a similar form
of ownership are not eligible to be
taxed as homeowners associations. As a
general rule, membership in either a
condominium management association
or a residential real estate manage-
ment association is confined to the de-
velopers and the owners of the units,
residences, or lots. Furthermore, mem-
bership in either type of association is
normally required as a condition of
such ownership. However, if the mem-
bership of an organization consists of
other homeowners associations, the
owners of units, residences, or lots who
are members of such other homeowners
associations will be treated as the
members of the organization for the
purposes of the regulations under sec-
tion 528.

(b) Condominium. The term condo-
minium means an interest in real prop-

erty consisting of an undivided interest
in common in a portion of a parcel of
real property (which may be a fee sim-
ple estate or an estate for years, such
as a leasehold or subleasehold) to-
gether with a separate interest in space
in a building located on such property.
An interest in property is not a condo-
minium unless the undivided interest
in the common elements are vested in
the unit holders. In addition, a condo-
minium must meet the requirements of
applicable state or local law relating to
condominiums or horizontal property
regimes.

(c) Residential real estate management
association. Residential real estate
management associations are normally
composed of owners of single-family
residential units located in a subdivi-
sion, development, or similar area.
However, they may also include as
members, owners of multiple-family
dwelling units located in such areas.
They are commonly formed to admin-
ister and enforce covenants relating to
the architecture and appearance of the
real estate development as well as to
perform certain maintenance duties re-
lating to common areas.

(d) Tenants. Tenants will not be con-
sidered members for purposes of meet-
ing the source of income test under
section 528(c)(1)(B) and § 1.528–5. How-
ever, the fact that tenants of members
of a homeowners association are per-
mitted to be members of the associa-
tion will not disqualify an association
under section 528(c)(1) if it otherwise
meets the requirements of section
528(c) and these regulations.

[T.D. 7692, 45 FR 26321, Apr. 18, 1980]

§ 1.528–2 Organized and operated to
provide for the acquisition, con-
struction, management, mainte-
nance and care of association prop-
erty.

(a) Organized and operated—(1) Orga-
nized. To be treated as a homeowners
association an organization must be or-
ganized and operated primarily for the
purpose of carrying on one or more of
the exempt functions of a homeowners
association. For the purposes of section
528 and these regulations, the exempt
functions of a homeowners association
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are the acquisition, construction, man-
agement, maintenance, and care of as-
sociation property. In determining
whether an organization is organized
and operated primarily to carry on one
or more exempt functions, all the facts
and circumstances of each case shall be
considered. For example, when an orga-
nization provides in its articles of orga-
nization that its sole purpose is to
carry on one or more exempt functions,
in the absence of other relevant factors
it will be considered to have met the
organizational test. (The term articles
of organization means the organiza-
tion’s corporate charter, trust instru-
ments, articles of association or other
instrument by which it is created.)

(2) Operated. An organization will be
treated as being operated for the pur-
pose of carrying on one or more of the
exempt functions of a homeowners as-
sociation if it meets the provisions of
§§ 1.528–5 and 1.528–6.

(b) Terms to be interpreted according to
common meaning and usage. As used in
section 528 and these regulations, the
terms acquisition, construction, man-
agement, maintenance, and care are to
be interpreted according to their com-
mon meaning and usage. For example,
maintenance of association property
includes the painting and repairing of
such property as well as the gardening
and janitorial services associated with
its upkeep. Similarly, the term con-
struction of association property in-
cludes covenants or other rules for pre-
serving the architectural and general
appearance of the area. The term also
includes regulations relating to the lo-
cation, color and allowable building
materials to be used in all structures.
(For the definition of association prop-
erty see § 1.528–3.)

[T.D. 7692, 45 FR 26321, Apr. 18, 1980]

§ 1.528–3 Association property.
(a) Property owned by the organization.

Association property includes real and
personal property owned by the organi-
zation or owned as tenants in common
by the members of the organization.
Such property must be available for
the common benefit of all members of
the organization and must be of a na-
ture that tends to enhance the bene-
ficial enjoyment of the private resi-
dences by their owners. If two or more

facilities or items of property of a
similar nature are owned by a home-
owners association, and if the use of
any particular facility or item is re-
stricted to fewer than all association
members, such facilities or items
neverthelesswill be considered associa-
tion property if all association mem-
bers are treated equitably and have
similar rights with respect to com-
parable items or facilities. Among the
types of property that ordinarily will
be considered association property are
swimming pools and tennis courts. On
the other hand, facilities or areas set
aside for the use of nonmembers, or in
fact used primarily by nonmembers,
are not association property for the
purposes of this section. For example,
property owned by an organization for
the purpose of leasing it to groups con-
sisting primarily of nonmembers to be
used as a meeting place or a retreat
will not be considered association prop-
erty.

(b) Property normally owned by a gov-
ernmental unit. Association property also
includes areas and facilities tradition-
ally recognized and accepted as being
of direct governmental concern in the
exercise of the powers and duties en-
trusted to governments to regulate
community health, safety and welfare.
Such areas and facilities would nor-
mally include roadways, parklands,
sidewalks, streetlights and firehouses.
Property described in this paragraph
will be considered association property
regardless of whether it is owned by
the organization itself, by its members
as tenants in common or by a govern-
mental unit and used for the benefit of
the residents of such unit including the
members of the organization.

(c) Privately owned property. Associa-
tion property may also include property
owned privately by members of the or-
ganization. However, to be so included
the condition of such property must af-
fect the overall appearance or struc-
ture of the residential units which
make up the organization. Such prop-
erty may include the exterior walls and
roofs of privately owned residences as
well as the lawn and shrubbery on pri-
vately owned land and any other pri-
vately owned property the appearance
of which may directly affect the ap-
pearance of the entire organization.

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00230 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



231

Internal Revenue Service, Treasury § 1.528–6

However, privately owned property will
not be considered association property
unless:

(1) There is a covenant or similar re-
quirement relating to exterior appear-
ance or maintenance that applies on
the same basis to all such property (or
to a reasonable classification of such
property);

(2) There is a pro rata mandatory as-
sessment (at least once a year) on all
members of the association for main-
taining such property; and

(3) Membership in the organization is
a condition of ownership of such prop-
erty.

[T.D. 7692, 45 FR 26321, Apr. 18, 1980]

§ 1.528–4 Substantiality test.
(a) In general. In order for an organi-

zation to be considered a condominium
management association or a residen-
tial real estate management associa-
tion (and therefore in order for it to be
considered a homeowners association),
substantially all of its units, lots or
buildings must be used by individuals
for residences. For the purposes of ap-
plying paragraph (b) or (c) of this sec-
tion, and organization which has at-
tributes of both a condominium man-
agement association and a residential
real estate management association
shall be considered that association
which, based on all the facts and cir-
cumstances, it more closely resembles.
In addition, those paragraphs shall be
applied based on conditions existing on
the last day of the organization’s tax-
able year.

(b) Condominium management associa-
tions. Substantially all of the units of a
condominium management association
will be considered as used by individ-
uals for residences if at least 85% of the
total square footage of all units within
the project is used by individuals for
residential purposes. If a completed
unit has never been occupied, it will
nonetheless be considered as used for
residential purposes if, based on all the
facts and circumstances, it appears to
have been constructed for use as a resi-
dence. Similarly, a unit which is not
occupied but which has been in the
past will be considered as used for resi-
dential purposes if, based on all the
facts and circumstances, it appears
that it was constructed for use as a res-

idence, and the last individual to oc-
cupy it did in fact use it as a residence.
Units which are used for purposes aux-
iliary to residential use (such as laun-
dry areas, swimming pools, tennis
courts, storage rooms and areas used
by maintenance personnel) shall be
considered used for residential pur-
poses.

(c) Residential real estate management
associations. Substantially all of the
lots or buildings of a residential real
estate managment association (includ-
ing unimproved lots) will be considered
as used by individuals as residences if
at least 85% of the lots are zoned for
residential purposes. Lots shall be
treated as zoned for residential pur-
poses even if under such zoning lots
may be used for parking spaces, swim-
ming pools, tennis courts, schools, fire
stations, libraries, churches and other
similar purposes which are auxiliary to
residential use. However, commercial
shopping areas (and their auxiliary
parking areas) are not lots zoned for
residential purposes.

(d) Exception. Notwithstanding any
other provision of this section, a unit,
or building will not be considerd used
for residential purposes, if for more
than one-half the days in the associa-
tion’s taxable year, such unit, or build-
ing is occupied by a person or series of
persons, each of whom so occupies such
unit, or building for less than 30 days.

[T.D. 7692, 45 FR 26322, Apr. 18, 1980; T.D. 7692,
45 FR 24879, May 23, 1980]

§ 1.528–5 Source of income test.

An organization cannot qualify as a
homeowners association under section
528 for a taxable year unless 60 percent
or more of its gross income for such
taxable year is exempt function income
as defined in § 1.528–9. The
determiniation of whether an organiza-
tion meets the provisions of this sec-
tion shall be made after the close of
the organization’s taxable year.

[T.D. 7692, 45 FR 26322, Apr. 18, 1980]

§ 1.528–6 Expenditure test.

(a) In general. An organization cannot
qualify as a homeowners association
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under section 528 for a taxable year un-
less 90 percent or more of its expendi-
tures for such taxable year are quali-
fying expenditures as defined in para-
graphs (b) and (c) of this section. The
determination of whether an organiza-
tion meets the provisions of this sec-
tion shall be made after the close of
the organization’s taxable year. Invest-
ments or transfers of funds to be held
to meet future costs shall not be taken
into account as expenditures. For ex-
ample, transfers to a sinking fund ac-
count for the replacement of a roof
would not be considered an expenditure
for the purposes of this section even if
the roof is association property. In ad-
dition, excess assessments which are
either rebated to members or applied
against the members’ following year’s
assessments will not be considered an
expenditure for the purposes of this
section.

(b) Qualifying expenditures. Qualifying
expenditures are expenditures by an or-
ganization for the acquisition, con-
struction, management, maintenance,
and care of the organization’s associa-
tion property. They include both cur-
rent operating and capital expenditures
on association property. Qualifying ex-
penditures include expenditures on as-
sociation property despite the fact that
such property may produce income
which is not exempt function income.
Thus expenditures on a swimming pool
are qualifying expenditures despite the
fact that fees from guests of members
using the pool are not exempt function
income. Where expenditures by an or-
ganization are used both for associa-
tion property as well as other property,
an allocation shall be made between
the two uses on a reasonable basis.
Only that portion of the expenditures
which is properly allocable to the ac-
quisition, construction, management,
maintenance or care of association
property, shall constitute qualifying
expenditures.

(c) Examples of qualifying expenditures.
Qualifying expenditures may include
(but are not limited to) expenditures
for:

(1) Salaries of an association man-
ager and secretary;

(2) Paving of streets;
(3) Street signs;
(4) Security personnel;

(5) Legal fees;
(6) Upkeep of tennis courts;
(7) Swimming pools;
(8) Recreation rooms and halls;
(9) Replacement of common build-

ings, facilities, air conditioning, etc;
(10) Insurance premiums on associa-

tion property;
(11) Accountant’s fees;
(12) Improvement of private property

to the extent it is association property;
and

(13) Real estate and personal prop-
erty taxes imposed on association prop-
erty by a State or local government.

[T.D. 7692, 45 FR 26322, Apr. 18, 1980]

§ 1.528–7 Inurement.
An organization is not a homeowners

association if any part of its net earn-
ings inures (other than as a direct re-
sult of its engaging in one or more ex-
empt functions) to the benefit of any
private person. Thus, to the extent
that members receive a benefit from
the general maintenance, etc., of asso-
ciation property, this benefit generally
would not constitute inurement. If an
organization pays rebates from
amounts other than exempt function
income, such rebates will constitute
inurement. In general, in determining
whether an organization is in violation
of this section, the principles used in
making similar determinations under
Section 501(c) will be applied.

[T.D. 7692, 45 FR 26323, Apr. 18, 1980]

§ 1.528–8 Election to be treated as a
homeowners association.

(a) General rule. An organization
wishing to be treated as a homeowners
association under section 528 and this
section for a taxable year must elect to
be so treated. Except as otherwise pro-
vided in this section such election shall
be made by the filing of a properly
completed Form 1120–H (or such other
form as the Secretary may prescribe).
A separate election must be made for
each taxable year.

(b) Taxable years ending after December
30, 1976. For taxable years ending after
December 30, 1976, the election must be
made not later than the time, includ-
ing extensions, for filing an income tax
return for the year in which the elec-
tion is to apply.
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(c) Taxable years ending before Decem-
ber 31, 1976, for which a return was filed
before January 31, 1977. For taxable
years ending before December 31, 1976,
for which a return was filed before Jan-
uary 31, 1977, the election must be
made not later than the time provided
by law for filing a claim for credit or
refund of overpayment of taxes for the
year in which the election is to apply.
Such an election shall be made by fil-
ing an amended return on Form 1120–H
(or such other form as the Secretary
may prescribe).

(d) Taxable years ending before Decem-
ber 31, 1976, for which a return was not
filed before January 31, 1977. For taxable
years ending before December 31, 1976,
for which a return was not filed before
January 31, 1977, the election must be
made by October 20, 1980. Instead of
making such an election in the manner
described in paragraph (a) of this sec-
tion, such an election may be made by
a statement attached to the applicable
income tax return or amended return
for the year in which the election is
made. The statement should identify
the election being made, the period for
which it applies and the taxpayer’s
basis for making the election.

(e) Revocation of exempt status. If an
organization is notified after the close
of a taxable year that its exemption for
such taxable year under section 501(a)
is being revoked retroactively, it may
make a timely election under section
528 for such taxable year. Notwith-
standing any other provisions of this
section, such an election will be consid-
ered timely if it is made within 6
months after the date of revocation.
The preceding sentence shall apply to
revocations made after April 18, 1980. If
the revocation was made on or before
April 18, 1980, the election will be con-
sidered timely if it is made before the
expiration of the period for filing a
claim for credit or refund for the tax-
able year for which it is to apply.

(f) Effect of election—(1) Revocation.
An election to be treated as an organi-
zation described in section 528 is bind-
ing on the organization for the taxable
year and may not be revoked without
the consent of the Commissioner.

(2) Exception. Notwithstanding para-
graph (f)(1) of this section, an election
under this section may be revoked

prior to July 18, 1980. Such a revocation
shall be made by filing a statement
with the director of the Internal Rev-
enue Service Center with whom the re-
turn of the organization for the year in
which the revocation is to apply was
filed. The statement shall include the
following information:

(i) The name of the organization.
(ii) The fact that it is revoking an

election made under section 528.
(iii) The taxable year for which the

revocation is to apply.

[T.D. 7692, 45 FR 26323, Apr. 18, 1980]

§ 1.528–9 Exempt function income.
(a) General rule. For the purposes of

section 528 exempt function income
consists solely of income which is at-
tributable to membership dues, fees, or
assessments of owners of residential
units or residential lots. It is not nec-
essary that the source of income be la-
beled as membership dues, fees, or as-
sessments. What is important is that
such income be derived from owners of
residential units or residential lots in
their capacity as owner-members rath-
er than in some other capacity such as
customers for services. Generally, for
the membership dues, fees, or assess-
ments with respect to a residential
unit or lot to be exempt function in-
come, the unit must be used for (or the
unit or lot must be expected to be used)
for residential purposes. However, dues,
fees, or assessments paid to an organi-
zation by a developerwith respect to
unfinished or finished but unsold units
or lots shall be exempt function in-
come even though the developer does
not use the units or lots. If an assess-
ment is more in the nature of a fee for
the provision of services in the course
of a trade or business than a fee for a
common activity undertaken by a col-
lective group of owners for the purpose
of enhancing or maintaining the value
of their residences, the assessment will
not be considered exempt function in-
come to the organization. Further-
more, income attributable to dues,
fees, or assessments will not be consid-
ered exempt function income unless
each member’s liability for payment
arises solely from membership in the
association. Dues, fees, or assessments
that are based on the extent, if any, to
which a member avails him or herself
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of a facility or facilities are not ex-
empt function income. For the pur-
poses of section 528, dues, fees, or as-
sessments which are based on the as-
sessed value or size of property will be
considered as arising solely as a result
of membership in the organization. Re-
gardless of the organization’s method
of accounting, excess assessments dur-
ing a taxable year which are either re-
bated to the members or applied to
their future assessments are not con-
sidered gross income and therefore will
not be considered exempt function in-
come for such taxable year. However, if
such excess assessments are applied to
a future year’s assessments, they will
be considered gross income and exempt
function income for that future year.
In addition, assessments in a taxable
year, such as an assessment for a cap-
ital improvement, which are not treat-
ed as gross income do not enter into
the determination of whether the orga-
nization meets the source of income
test for that taxable year.

(b) Examples of exempt function income.
Assessments which are considered
more in the nature of a fee for common
activity than for the providing of serv-
ices and which will therefore generally
be considered exempt function income
include assessments made for the pur-
pose of:

(1) Paying the principal and interest
on debts incurred for the acquisition of
association property;

(2) Paying real estate taxes on asso-
ciation property;

(3) Maintaining association property;
(4) Removing snow from public areas;

and
(5) Removing trash.
(c) Examples of receipts which are not

exempt function income. Exempt func-
tion income does not include:

(1) Amounts which are not includible
in the organization’s gross income
other than by reason of section 528 (for
example, tax-exempt interest);

(2) Amounts received from persons
who are not members of the associa-
tion;

(3) Amounts received from members
for special use of the organization’s fa-
cilities, the use of which is not avail-
able to all members as a result of hav-
ing paid the dues, fees or assessments
required to be paid by all members;

(4) Interest earned on amounts set
aside in a sinking fund;

(5) Amounts received for work done
on privately owned property which is
not association property; or

(6) Amounts received from members
in return for their transportation to or
from shopping areas, work location,
etc.

(d) Special rule. Notwithstanding
paragraphs (a) and (c)(3) of this section,
amounts received from members or
tenants of residential units owned by
members (notwithstanding § 1.528–1(d))
for special use of an association’s fa-
cilities will be considered exempt func-
tion income if:

(1) The amounts paid by the members
are not paid more than once in any 12
month period; and

(2) The privilege obtained from the
payment of such amounts lasts for the
entire 12 month period or portion
thereof in which the facility is com-
monly in use.
Thus, amounts received as the result of
payments by members of a yearly fee
for use of tennis courts or a swimming
pool shall be considered exempt func-
tion income. However, amounts re-
ceived for the use of a building for an
evening, weekend, week, etc., shall not
be considered exempt function income.

[T.D. 7692, 45 FR 26323, Apr. 18, 1980]

§ 1.528–10 Special rules for computa-
tion of homeowners association tax-
able income and tax.

(a) In general. Homeowners associa-
tion taxable income shall be deter-
mined according to the provisions of
section 528(d) and the rules set forth in
this section.

(b) Limitation on capital losses. If for
any taxable year a homeowners asso-
ciation has a net capital loss, the rules
of sections 1211(a) and 1212(a) shall
apply.

(c) Allowable deductions—(1) In gen-
eral. To be deductible in computing the
unrelated business taxable income of a
homeowners association, expenses, de-
preciation and similar items must not
only qualify as items of deduction al-
lowed by chapter 1 of the Code but
must also be directly connected with
the production of gross income (exclud-
ing exempt function income). To be di-
rectly connected with the production of
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gross income (excluding exempt func-
tion income), an item of deduction
must have both proximate and primary
relationship to the production of such
income and have been incurred in the
production of such income. Items of de-
duction attributable solely to items of
gross income (excluding exempt func-
tion income) are proximately and pri-
marily related to such income. Wheth-
er an item of deduction is incurred in
the production of gross income (exclud-
ing exempt function income) is deter-
mined on the basis of all the facts and
circumstances involved in each case.

(2) Dual use of facilities or personnel.
Where facilities are used both for ex-
empt functions of the organization and
for the production of gross income (ex-
cluding exempt function income), ex-
penses, depreciation and similar items
attributable to such facilities (for ex-
ample, items of overhead) shall be allo-
cated between the two uses on a rea-
sonable basis. Similarly where per-
sonnel are employed both for exempt
functions and for the production of
gross income (excluding exempt func-
tion income), expenses and similar
items attributable to such personnel
(for example, items of salary) shall be
allocated between the two activities on
a reasonable basis. The portion of any
such item so allocated to the produc-
tion of gross income (excluding exempt
function income) is directly connected
with such income and shall be allow-
able as a deduction in computing
homeowners association taxable in-
come to the extent that it qualifies as
an item of deduction allowed by chap-
ter 1 of the Code. Thus, for example, as-
sume that X, a homeowners associa-
tion, pays its manager a salary of
$10,000 a year and that it derives gross
income other than exempt function in-
come. If 10 percent of the manager’s
time during the year is devoted to de-
riving X’s gross income (other than ex-
empt function income), a deduction of
$1,000 (10 percent of $10,000) would gen-
erally be allowable for purposes of
computing X’s homeowners association
taxable income.

(d) Investment credit. A homeowners
association is not entitled to an invest-
ment credit.

(e) Cross reference. For the definition
of exempt function income, see § 1.528–
9.

[T.D. 7692, 45 FR 26324, Apr. 18, 1980]

CORPORATIONS USED TO AVOID
INCOME TAX ON SHAREHOLDERS

CORPORATIONS IMPROPERLY
ACCUMULATING SURPLUS

§ 1.531–1 Imposition of tax.
Section 531 imposes (in addition to

the other taxes imposed upon corpora-
tions by chapter 1 of the Code) a grad-
uated tax on the accumulated taxable
income of every corporation described
in section 532 and § 1.532–1. In the case
of an affiliated group which makes or
is required to make a consolidated re-
turn see § 1.1502–43. All of the taxes on
corporations under chapter 1 of the
Code are treated as one tax for pur-
poses of assessment, collection, pay-
ment, period of limitations, etc. See
section 535 and §§ 1.535–1, 1.535–2, and
1.535–3 for the definition and deter-
mination of accumulated taxable in-
come.

(Secs. 1502 and 7805 of the Internal Revenue
Code of 1954 (68A Stat. 637, 917; 26 U.S.C. 1502,
7805))

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7244, 37 FR 28897, Dec. 30,
1972; T.D. 7937, 49 FR 3462, Jan. 27, l984]

§ 1.532–1 Corporations subject to accu-
mulated earnings tax.

(a) General rule. (1) The tax imposed
by section 531 applies to any domestic
or foreign corporation (not specifically
excepted under section 532(b) and para-
graph (b) of this section) formed or
availed of to avoid or prevent the im-
position of the individual income tax
on its shareholders, or on the share-
holders of any other corporation, by
permitting earnings and profits to ac-
cumulate instead of dividing or distrib-
uting them. See section 533 and § 1.533–
1, relating to evidence of purpose to
avoid income tax with respect to share-
holders.

(2) The tax imposed by section 531
may apply if the avoidance is accom-
plished through the formation or use of
one corporation or a chain of corpora-
tions. For example, if the capital stock
of the M Corporation is held by the N
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Corporation, the earnings and profits
of the M Corporation would not be re-
turned as income subject to the indi-
vidual income tax until such earnings
and profits of the M Corporation were
distributed to the N Corporation and
distributed in turn by the N Corpora-
tion to its shareholders. If either the M
Corporation or the N Corporation was
formed or is availed of for the purpose
of avoiding or preventing the imposi-
tion of the individual income tax upon
the shareholders of the N Corporation,
the accumulated taxable income of the
corporation so formed or availed of (M
or N, as the case may be) is subject to
the tax imposed by section 531.

(b) Exceptions. The accumulated earn-
ings tax imposed by section 531 does
not apply to a personal holding com-
pany (as defined in section 542), to a
foreign personal holding company (as
defined in section 552), or to a corpora-
tion exempt from tax under subchapter
F, chapter 1 of the Code.

(c) Foreign corporations. Section 531 is
applicable to any foreign corporation,
whether resident or nonresident, with
respect to any income derived from
sources, within the United States, if
any of its shareholders are subject to
income tax on the distributions of the
corporation by reason of being (1) citi-
zens or residents of the United States,
or (2) nonresident alien individuals to
whom section 871 is applicable, or (3)
foreign corporations if a beneficial in-
terest therein is owned directly or indi-
rectly by any shareholder specified in
subparagraph (1) or (2) of this para-
graph.

§ 1.533–1 Evidence of purpose to avoid
income tax.

(a) In general. (1) The Commissioner’s
determination that a corporation was
formed or availed of for the purpose of
avoiding income tax with respect to
shareholders is subject to disproof by
competent evidence. Section 533(a) pro-
vides that the fact that earnings and
profits of a corporation are permitted
to accumulate beyond the reasonable
needs of the business shall be deter-
minative of the purpose to avoid the
income tax with respect to share-
holders unless the corporation, by the
preponderance of the evidence, shall
prove to the contrary. The burden of

proving that earnings and profits have
been permitted to accumulate beyond
the reasonable needs of the business
may be shifted to the Commissioner
under section 534. See §§ 1.534–1 through
1.534–4. Section 533(b) provides that the
fact that the taxpayer is a mere hold-
ing or investment company shall be
prima facie evidence of the purpose to
avoid income tax with respect to share-
holders.

(2) The existence or nonexistence of
the purpose to avoid income tax with
respect to shareholders may be indi-
cated by circumstances other than the
conditions specified in section 533.
Whether or not such purpose was
present depends upon the particular
circumstances of each case. All cir-
cumstances which might be construed
as evidence of the purpose to avoid in-
come tax with respect to shareholders
cannot be outlined, but among other
things, the following will be consid-
ered:

(i) Dealings between the corporation
and its shareholders, such as with-
drawals by the shareholders as per-
sonal loans or the expenditure of funds
by the corporation for the personal
benefit of the shareholders,

(ii) The investment by the corpora-
tion of undistributed earnings in assets
having no reasonable connection with
the business of the corporation (see
§ 1.537–3), and

(iii) The extent to which the corpora-
tion has distributed its earnings and
profits.
The fact that a corporation is a mere
holding or investment company or has
an accumulation of earnings and prof-
its in excess of the reasonable needs of
the business is not absolutely conclu-
sive against it if the taxpayer satisfies
the Commissioner that the corporation
was neither formed nor availed of for
the purpose of avoiding income tax
with respect to shareholders.

(b) General burden of proof and statu-
tory presumptions. The Commissioner
may determine that the taxpayer was
formed or availed of to avoid income
tax with respect to shareholders
through the medium of permitting
earnings and profits to accumulate. In
the case of litigation involving any
such determination (except where the
burden of proof is on the Commissioner
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under section 534), the burden of prov-
ing such determination wrong by a pre-
ponderance of the evidence, together
with the corresponding burden of first
going forward with the evidence, is on
the taxpayer under principles applica-
ble to income tax cases generally. For
the burden of proof in a proceeding be-
fore the Tax Court with respect to the
allegation that earnings and profits
have been permitted to accumulate be-
yond the reasonable needs of the busi-
ness, see section 534 and §§ 1.534–2
through 1.534–4. For a definition of a
holding or investment company, see
paragraph (c) of this section. For deter-
mination of the reasonable needs of the
business, see section 537 and §§ 1.537–1
through 1.537–3. If the taxpayer is a
mere holding or investment company,
and the Commissioner therefore deter-
mines that the corporation was formed
or availed of for the purpose of avoid-
ing income tax with respect to share-
holders, then section 533(b) gives fur-
ther weight to the presumption
ofcorrectness already arising from the
Commissioner’s determination by ex-
pressly providing an additional pre-
sumption of the existence of a purpose
to avoid income tax with respect to
shareholders. Further, if it is estab-
lished (after complying with section 534
where applicable) that earnings and
profits were permitted to accumulate
beyond the reasonable needs of the
business and the Commissioner has
therefore determined that the corpora-
tion was formed or availed of for the
purpose of avoiding income tax with re-
spect to shareholders, then section
533(a) adds still more weight to the
Commissioner’s determination. Under
such circumstances, the existence of
such an accumulation is made deter-
minative of the purpose to avoid in-
come tax with respect to shareholders
unless the taxpayer proves to the con-
trary by the preponderance of the evi-
dence.

(c) Holding or investment company. A
corporation having practically no ac-
tivities except holding property and
collecting the income therefrom or in-
vesting therein shall be considered a
holding company within the meaning
of section 533(b). If the activities fur-
ther include, or consist substantially
of, buying and selling stocks, securi-

ties, real estate, or other investment
property (whether upon an outright or
marginal basis) so that the income is
derived not only from the investment
yield but also from profits upon mar-
ket fluctuations, the corporation shall
be considered an investment company
within the meaning of section 533(b).

(d) Small business investment compa-
nies. A corporation which is licensed to
operate as a small business investment
company under the Small Business In-
vestment Act of 1958 (15 U.S.C. ch. 14B)
and the regulations thereunder (13 CFR
part 107) will generally be considered to
be a mere holding or investment company
within the meaning of section 533(b).
However, the presumption of the exist-
ence of the purpose to avoid income tax
with respect to shareholders which re-
sults from the fact that such a com-
pany is a mere holding or investment
company will be considered overcome
so long as such company:

(1) Complies with all the provisions
of the Small Business Investment Act
of 1958 and the regulations thereunder;
and

(2) Actively engages in the business
of providing funds to small business
concerns through investment in the eq-
uity capital of, or through the dis-
bursement of long-term loans to, such
concerns in such manner and under
such terms as the company may fix in
accordance with regulations promul-
gated by the Small Business Adminis-
tration (see secs. 304 and 305 of the
Small Business Investment Act of 1958,
as amended (15 U.S.C. 684, 685)).
On the other hand, if such a company
violates or fails to comply with any of
the provisions of the Small Business
Investment Act of 1958, as amended, or
the regulations thereunder, or ceases
to be actively engaged in the business
of providing funds to small business
concerns in the manner provided in
subparagraph (2) of this paragraph, it
will not be considered to have over-
come the presumption by reason of any
rules provided in this paragraph.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6652, 28 FR 4786, May 14,
1963]

§ 1.533–2 Statement required.
The corporation may be required to

furnish a statement of its accumulated
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earnings and profits, the payment of
dividends, the name and address of, and
number of shares held by, each of its
shareholders, the amounts that would
be payable to each of the shareholders
if the income of the corporation were
distributed and other information re-
quired under section 6042.

§ 1.534–1 Burden of proof as to unrea-
sonable accumulations generally.

For purposes of applying the pre-
sumption provided for in section 533(a)
and in determining the extent of the
accumulated earnings credit under sec-
tion 535(c)(1), the burden of proof with
respect to an allegation by the Com-
missioner that all or any part of the
earnings and profits of the corporation
have been permitted to accumulate be-
yond the reasonable needs of the busi-
ness may vary under section 534 as be-
tween litigation in the Tax Court and
that in any other court. In case of a
proceeding in a court other than the
Tax Court, see paragraph (b) of § 1.533–
1.

§ 1.534–2 Burden of proof as to unrea-
sonable accumulations in cases be-
fore the Tax Court.

(a) Burden of proof on Commissioner.
Under the general rule provided in sec-
tion 534(a), in any proceeding before
the Tax Court involving a notice of de-
ficiency based in whole or in part on
the allegation that all or any part of
the earnings and profits have been per-
mitted to accumulate beyond the rea-
sonable needs of the business, the bur-
den of proof with respect to such alle-
gation is upon the Commissioner if:

(1) A notification, as provided for in
section 534(b) and paragraph (c) of this
section, has not been sent to the tax-
payer; or

(2) A notification, as provided for in
section 534(b) and paragraph (c) of this
section, has been sent to the taxpayer
and, in response to such notification,
the taxpayer has submitted a state-
ment, as provided in section 534(c) and
paragraph (d) of this section, setting
forth the ground or grounds (together
with facts sufficient to show the basis
thereof) on which it relies to establish
that all or any part of its earnings and
profits have not been permitted to ac-
cumulate beyond the reasonable needs

of the business. However, the burden of
proof in the latter case is upon the
Commissioner only with respect to the
relevant ground or grounds set forth in
the statement submitted by the tax-
payer, and only if such ground or
grounds are supported by facts (con-
tained in the statement) sufficient to
show the basis thereof.

(b) Burden of proof on the taxpayer.
The burden of proof in a Tax Court pro-
ceeding with respect to an allegation
that all or any part of the earnings and
profits have been permitted to accumu-
late beyond the reasonable needs of the
business is upon the taxpayer if:

(1) A notification, as provided for in
section 534(b) and paragraph (c) of this
section, has been sent to the taxpayer
and the taxpayer has not submitted a
statement, in response to such notifi-
cation, as provided in section 534(c) and
paragraph (d) of this section; or

(2) A statement has been submitted
by the taxpayer in response to such no-
tification, but the ground or grounds
on which the taxpayer relies are not
relevant to the allegation or, if rel-
evant, the statement does not contain
facts sufficient to show the basis there-
of.

(c) Notification to the taxpayer. Under
section 534(b) a notification informing
the taxpayer that the proposed notice
of deficiency includes an amount with
respect to the accumulated earnings
tax imposed by section 531 may be sent
by registered mail (or by certified or
registered mail, if the notification is
mailed after September 2, 1958) to the
taxpayer at any time before the mail-
ing of the notice of deficiency in the
case of a taxable year beginning after
December 31, 1953, and ending after Au-
gust 16, 1954. See § 1.534–4 for rules re-
lating to taxable years subject to the
Internal Revenue Code of 1939. See sec-
tion 534(d) and § 1.534–3 with respect to
a notification in the case of a jeopardy
assessment.

(d) Statement by taxpayer. (1) A tax-
payer who has received a notification,
as provided in section 534(b) and para-
graph (c) of this section, that the pro-
posed notice of deficiency includes an
amount with respect to the accumu-
lated earnings tax imposed by section
531, may, under section 534(c), submit a
statement that all or any part of the
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earnings and profits of the corporation
have not been permitted to accumulate
beyond the reasonable needs of the
business. Such statement shall set
forth the ground or grounds (together
with facts sufficient to show the basis
thereof) on which the taxpayer relies
to establish that there has been no ac-
cumulation of earnings and profits be-
yond the reasonable needs of the busi-
ness. See paragraphs (a) and (b) of this
section for rules concerning the effect
of the statement with respect to bur-
den of proof. See §§ 1.537–1 to 1.537–3, in-
clusive, relating to reasonable needs of
the business.

(2) The taxpayer’s statement, under
section 534(c) and this paragraph, must
be submitted to the Internal Revenue
office which issued the notification (re-
ferred to in section 534(b) and para-
graph (c) of this section) within 60 days
after the mailing of such notification.
If the taxpayer is unable, for good
cause, to submit the statement within
such 60-day period, an additional period
not exceeding 30 days may be granted
upon receipt in the Internal Revenue
office concerned (before the expiration
of the 60-day period provided herein) of
a request from the taxpayer, setting
forth the reasons for such request. See
section 534(d) and § 1.534–3 with respect
to a statement in the case of a jeop-
ardy assessment.

§ 1.534–3 Jeopardy assessments in Tax
Court cases.

In the case of a jeopardy assessment,
a notice of deficiency is required to be
sent to the taxpayer by registered mail
(or by certified or registered mail, if
the notice is mailed after September 2,
1958) within 60 days after the making of
the assessment. See section 6861. If a
jeopardy assessment is made before the
mailing of the deficiency notice, then
in the case of a proceeding in the Tax
Court, if the deficiency notice informs
the taxpayer that an amount of accu-
mulated earnings tax is included in the
deficiency, such notice shall constitute
the notification provided for in section
534(b) and paragraph (c) of § 1.534–2.
Under such circumstances the state-
ment described in section 534(c) and
paragraph (d) of § 1.534–2 shall instead
be included in the taxpayer’s petition
to the Tax Court, if the taxpayer de-

sires to submit such statement. See
paragraph (b) of § 1.534–2, relating to
burden of proof on the taxpayer.

§ 1.535–1 Definition.
(a) The accumulated earnings tax is

imposed by section 531 on the accumu-
lated taxable income. Accumulated
taxable income is the taxable income
of the corporation with the adjust-
ments prescribed by section 535(b) and
§ 1.535–2, minus the sum of the divi-
dends paid deduction and the accumu-
lated earnings credit. See section 561
and the regulations thereunder, relat-
ing to the definition of the deduction
for dividends paid, and section 535(c)
and § 1.535–3, relating to the accumu-
lated earnings credit.

(b) In the case of a foreign corpora-
tion, whether resident or nonresident,
which files or causes to be filed a re-
turn, the accumulated taxable income
shall be the taxable income from
sources within the United States with
the adjustments prescribed by section
535(b) and § 1.535–2 minus the sum of the
dividends paid deduction and the accu-
mulated earnings credit. In the case of
a foreign corporation which files no re-
turn, the accumulated taxable income
shall be the gross income from sources
within the United States without al-
lowance of any deductions (including
the accumulated earnings credit).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7244, 37 FR 28897, Dec. 30,
1972]

§ 1.535–2 Adjustments to taxable in-
come.

(a) Taxes—(1) United States taxes. In
computing accumulated taxable in-
come for any taxable year, there shall
be allowed as a deduction the amount
by which Federal income and excess
profits taxes accrued during the tax-
able year exceed the credit provided by
section 33 (relating to taxes of foreign
countries and possessions of the United
States), except that no deduction shall
be allowed for (i) the accumulated
earnings tax imposed by section 531 (or
a corresponding section of a prior law),
(ii) the personal holding company tax
imposed by section 541 (or a cor-
responding section of a prior law), and
(iii) the excess profits tax imposed by
subchapter E, chapter 2 of the Internal
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Revenue Code of 1939, for taxable years
beginning after December 31, 1940. The
deduction is for taxes accrued during
the taxable year, regardless of whether
the corporation uses an accrual method
of accounting, the cash receipts and
disbursements method, or any other al-
lowable method of accounting. In com-
puting the amount of taxes accrued, an
unpaid tax which is being contested is
not considered accrued until the con-
test is resolved.

(2) Taxes of foreign countries and
United States possessions. In deter-
mining accumulated taxable income
for any taxable year, if the taxpayer
chooses the benefits of section 901 for
such taxable year, a deduction shall be
allowed for:

(i) The income, war profits, and ex-
cess profits taxes imposed by foreign
countries or possessions of the United
States and accrued during such taxable
year, and

(ii) In the case of a domestic corpora-
tion, the foreign income taxes deemed
to be paid for such taxable year under
section 902(a) in accordance with
§§ 1.902–1 and 1.902–2 or section 960(a)(1)
in accordance with § 1.960–7.
In no event shall the amount under
subdivision (ii) of this subparagraph ex-
ceed the amount includible in gross in-
come with respect to such taxes under
section 78 and § 1.78–1. The credit for
such taxes provided by section 901 shall
not be allowed against the accumu-
lated earnings tax imposed by section
531. See section 901(a).

(b) Charitable contributions. Section
535(b)(2) provides that, in computing
the accumulated taxable income of a
corporation, the deduction for chari-
table contributions shall be computed
without regard to section 170(b)(2).
Thus, the amount of charitable con-
tributions made during the taxable
year not allowable as a deduction
under section 170 by reason of the limi-
tations imposed by section 170(b)(2)
shall be allowed as a deduction in com-
puting accumulated taxable income for
the taxable year. However, any excess
of the amount of the charitable con-
tributions made in a prior taxable year
over the amount allowed as a deduc-
tion under section 170 for such year
shall not be allowed as a deduction
from taxable income in computing ac-

cumulated taxable income for the tax-
able year.

(c) Special deductions disallowed. Sec-
tions 241 through 248 provide for the al-
lowance of special deductions for such
items as partially tax-exempt interest,
certain dividends received, dividends
paid on certain preferred stock of pub-
lic utilities, and organizational ex-
penses. Such special deductions, except
the deduction provided by section 248
(relating to organizational expenses)
shall be disallowed in computing accu-
mulated taxable income.

(d) Net operating loss. The net oper-
ating loss deduction provided in sec-
tion 172 is not allowed for purposes of
computing accumulated taxable in-
come.

(e) Capital losses. (1) Losses from sales
or exchanges of capital assets during
the taxable year, which are disallowed
as deductions under section 1211(a) in
computing taxable income, shall be al-
lowed as deductions in computing accu-
mulated taxable income.

(2) The computation of the capital
losses allowable as a deduction in com-
puting accumulated taxable income
may be illustrated by the following ex-
ample:

Example. X Corporation has capital losses
of $30,000 which are disallowed under section
1211(a) for the taxable year ended December
31, 1956. This amount represents a loss of
$25,000 from the sale or exchange of capital
assets during the taxable year ended Decem-
ber 31, 1956, plus a $5,000 capital loss carry-
over resulting from the sale or exchange of
capital assets during the taxable year ended
December 31, 1955. In computing accumu-
lated taxable income for the taxable year
ended December 31, 1956, only the loss of
$25,000 arising from the sale or exchange of
capital assets during that taxable year will
be allowed as a deduction.

(f) Long-term capital gains. (1) There is
allowed as a deduction in computing
accumulated taxable income, the ex-
cess of the net long-term capital gain
for the taxable year over the net short-
term capital loss for such year (deter-
mined without regard to the capital
loss carryover provided in section 1212)
minus the taxes attributable to such
excess as provided by section 535(b)(6).
The tax attributable to such excess is
the difference between:
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(i) The taxes (except the accumulated
earnings tax) imposed by subtitle A of
the Code for such year, and

(ii) The taxes (except the accumu-
lated earnings tax) imposed by subtitle
A computed for such year as if taxable
income were reduced by the excess of
the net long-term capital gain over net
short-term capital loss (including the
capital loss carryover to such year).

Where the tax (except the accumulated
earnings tax) imposed by subtitle A in-
cludes an amount computed under sec-
tion 1201(a)(2), the tax attributable to
such excess is such amount computed
under section 1201(a)(2).

(2) The application of the rule in sub-
paragraph (1) of this paragraph may be
illustrated by the following example:

Example. Assume that D Corporation, for
the taxable year ended December 31, 1956, has
taxable income of $103,000 of which $8,000 is
the excess of net long-term capital gain of
$12,000 over a net short-term capital loss of
$9,000. The $9,000 net short-term capital loss
includes a capital loss carryover of $5,000.
The amount allowable as a deduction under
section 535(b)(6) and subparagraph (1) of this
paragraph is $7,250, computed as follows: Net
long-term capital gain less net short-term
capital loss (computed without regard to the
capital loss carryover) is $8,000 (that is,
$12,000 net long-term capital gain less $4,000
net short-term capital loss computed with-
out regard to the capital loss carryover of
$5,000). The tax attributable to the excess of
net long-term capital gain over net short-
term capital loss (computed by taking the
capital loss carryover into account) is $750,
that is, 25 percent of such excess of $3,000,
computed under section 1201(a)(2). The dif-
ference of $7,250 ($8,000 less $750) is the
amount allowable as a deduction in com-
puting accumulated taxable income.

(3) Section 631(c) (relating to gain or
loss in the case of disposal of coal or
domestic iron ore) shall have no appli-
cation in determining the amount of
the deduction allowable under section
535(b)(6).

(g) Capital loss carrybacks and
carryovers. Capital losses carried to a
taxable year under section 1212(a) shall
have no application for purposes of
computing accumulated taxable in-
come for such year.

(h) Bank affiliates. There is allowed
the deduction provided by section 601
in the case of bank affiliates (as de-

fined in section 2 of the Banking Act of
1933; 12 U. S. C. 221a(c)).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6805, 30 FR 3209, Mar. 9,
1965; T.D. 6841, 30 FR 9305, July 27, 1965; T.D.
7301, 39 FR 964, Jan. 4, 1974; T.D. 7649, 44 FR
60086, Oct. 18, 1979]

§ 1.535–3 Accumulated earnings credit.

(a) In general. As provided in section
535(a) and § 1.535–1, the accumulated
earnings credit, provided by section
535(c), reduces taxable income in com-
puting accumulated taxable income. In
the case of a corporation, not a mere
holding or investment company, the
accumulated earnings credit is deter-
mined as provided in paragraph (b) of
this section and, in the case of a hold-
ing or investment company, as pro-
vided in paragraph (c) of this section.

(b) Corporation which is not a mere
holding or investment company—(1) Gen-
eral rule. (i) In the case of a corpora-
tion, not a mere holding or investment
company, the accumulated earnings
credit is the amount equal to such part
of the earnings and profits of the tax-
able year which is retained for the rea-
sonable needs of the business, minus
the deduction allowed by section
535(b)(6) (see paragraph (f) of § 1.535–2,
relating to the deduction for long-term
capital gains). In no event shall the ac-
cumulated earnings credit be less than
the minimum credit provided for in
section 535(c)(2) and subparagraph (2) of
this paragraph. The amount of the
earnings and profits for the taxable
year retained is the amount by which
the earnings and profits for the taxable
year exceed the dividends paid deduc-
tion for such taxable year. See section
561 and §§ 1.561–1 and 1.561–2, relating to
the deduction for dividends paid.

(ii) In determining whether any
amount of the earnings and profits of
the taxable year has been retained for
the reasonable needs of the business,
the accumulated earnings and profits
of prior years will be taken into consid-
eration. Thus, for example, if such ac-
cumulated earnings and profits of prior
years are sufficient for the reasonable
needs of the business, then any earn-
ings and profits of the current taxable
year which are retained will not be
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considered to be retained for the rea-
sonable needs of the business. See sec-
tion 537 and §§ 1.537–1 and 1.537–2.

(2) Minimum credit. Section 535(c)(2)
provides for the allowance of a min-
imum accumulated earnings credit in
the case of a corporation which is not
a mere holding or investment com-
pany. Except as otherwise provided in
section 243(b)(3) and § 1.243–5 (relating
to effect of 100-percent dividends re-
ceived deduction under section 243(b))
and sections 1561, 1562, and 1564 (relat-
ing to limitations on certain tax bene-
fits in the case of certain controlled
corporations), in the case of such a cor-
poration, this minimum credit shall in
no case be less than the amount by
which $150,000 ($100,000 in the case of
taxable years beginning before January
1, 1975) exceeds the accumulated earn-
ings and profits of the corporation at
the close of the preceding taxable year.
See paragraph (d) of this section for
the effect of dividends paid after the
close of the taxable year in deter-
mining accumulated earnings and prof-
its at the close of the preceding taxable
year. In determining the amount of the
minimum credit allowable under sec-
tion 535(c)(2), the needs of the business
are not taken into consideration. If the
taxpayer has accumulated earnings and
profits at the close of the preceding
taxable year equal to or in excess of
$150,000 ($100,000 in the case of taxable
years beginning before January 1, 1975),
thecredit, if any, is determined without
regard to section 535(c)(2). It is not in-
tended that the provision for the min-
imum credit shall in any way create an
inference that an accumulation in ex-
cess of $150,000 ($100,000 in the case of
taxable years beginning before January
1, 1975) is unreasonable. The reasonable
needs of the business may require the
accumulation of more or less than
$150,000 ($100,000 in the case of taxable
years beginning before January 1, 1975),
depending upon the circumstances in
the case, but such needs shall not be
taken into consideration to any extent
in cases where the minimum accumu-
lated earnings credit is applicable. For
a discussion of the reasonable needs of
the business, see section 537 and
§§ 1.537–1, 1.537–2, and 1.537–3.

(3) Illustrations of accumulated earn-
ings credit. The computation of the ac-

cumulated earnings credit provided by
section 535(c) may be illustrated by the
following examples:

Example 1. The X Corporation, which is not
a mere holding or investment company, has
accumulated earnings and profits in the
amount of $125,000 as of December 31, 1974.
Thus, the minimum credit provided by sec-
tion 535(c)(2) exceeds the accumulated earn-
ings and profits of X by $25,000. It has earn-
ings and profits for the taxable year ended
December 31, 1975, in the amount of $100,000
and has a dividends paid deduction under
section 561 in the amount of $30,000 so that
the earnings and profits for the taxable year
which are retained in the business amount to
$70,000. Assume that it has been determined
that the earnings and profits for the taxable
year which may be retained for the reason-
able needs of the business amount to $55,000
and that a deduction has been allowed under
section 535(b)(6) in the amount of $5,000.
Since the amount by which $150,000 exceeds
the accumulated earnings and profits at the
close of the preceding taxable year is less
than $50,000 ($55,000–$5,000), the minimum
credit provided by section 535(c)(2) will not
apply and the accumulated earnings credit
must be computed under section 535(c)(1) on
the basis of the reasonable needs of the busi-
ness. In this case, the accumulated earnings
credit for the taxable year ended December
31, 1975, will be $50,000 computed as follows:
Earnings and profits of the taxable year deter-

mined to be retained for the reasonable needs
of the business ..................................................... $55,000

Less: The deduction for long-term capital gains
(less applicable tax) allowed under sec.
535(b)(6) ............................................................... 5,000

Accumulated earnings credit allowable
under sec. 535(c)(1) .............................. 50,000

Example 2. The Z Corporation which is not
a mere holding or investment company, has
accumulated earnings and profits in the
amount of $45,000 as of December 31, 1974; it
has earnings and profits for the taxable year
ended December 31, 1975, in the amount of
$115,000 and has a dividends paid deduction
under section 561 in the amount of $10,000, so
that the earnings and profits for the taxable
year which are retained amount to $105,000.
Assume that it has been determined that the
accumulated earnings and profits of the tax-
able year which may be retained for the rea-
sonable needs of the business amount to
$20,000 and that no deduction is allowable for
long-term capital gains under section
535(b)(6). The accumulated earnings credit
allowable under section 535(c)(1) on the basis
of the reasonable needs of the business is de-
termined to be only $20,000. However, since
the amount by which $150,000 exceeds the ac-
cumulated earnings and profits at the close
of the preceding taxable year is more than
$20,000, the minimum accumulated earnings
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credit provided by section 535(c)(2) is applica-
ble. The allowable credit will be the amount
by which $150,000 exceeds the accumulated
earnings and profits at the close of the pre-
ceding taxable year (i.e., $105,000, $150,000 less
$45,000 of accumulated earnings and profits
at the close of the preceding taxable year).

(c) Holding and investment companies.
Section 535(c)(3) provides that, in the
case of a mere holding or investment
company, the accumulated earnings
credit shall be the amount, if any, by
which $150,000 ($100,000 in the case of
taxable years beginning before January
1, 1975) exceeds the accumulated earn-
ings and profits of the corporation at
the close of the preceding taxable year.
Thus, if such a corporation has accu-
mulated earnings equal to or in excess
of $150,000 ($100,000 in the case of tax-
able years beginning before January 1,
1975) at the close of its preceding tax-
able year, no accumulated earnings
credit is allowable in computing the
accumulated taxable income. See para-
graph (c) of § 1.533–1 for a definition of
a holding or investment company. For
the accumulated earnings credit of a
mere holding or investment company
which is a member of an affiliated
group which has elected the 100-percent
dividends received deduction under sec-
tion 243(b), see section 243(b)(3) and
§ 1.243–5. For the accumulated earnings
credit of a mere holding or investment
company which is a component mem-
ber of a controlled group of corpora-
tions (as defined in section 1563), see
sections 1561, 1562, and 1564.

(Sec. 1561(a) (83 Stat. 599; 26 U.S.C. 1561(a)))

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6992, 34 FR 826, Jan. 18, 1969;
T.D. 7181, 37 FR 8066, Apr. 25, 1972; T.D. 7244,
37 FR 28897, Dec. 30, 1972; T.D. 7376, 40 FR
42744, Sept. 16, 1975; T.D. 7528, 42 FR 64694,
Dec. 28, 1977]

§ 1.536–1 Short taxable years.
Accumulated taxable income for a

taxable year consisting of a period of
less than 12 months shall not be placed
on an annual basis for the purpose of
the accumulated earnings tax imposed
by section 531. In such cases accumu-
lated taxable income shall be computed
on the basis of the taxable income for
such period of less than 12 months, ad-
justed in the manner provided by sec-
tion 535(b) and § 1.535–2.

§ 1.537–1 Reasonable needs of the busi-
ness.

(a) In general. The term reasonable
needs of the business includes (1) the
reasonably anticipated needs of the
business (including product liability
loss reserves, as defined in paragraph
(f) of this section), (2) the section 303
redemption needs of the business, as
defined in paragraph (c) of this section,
and (3) the excess business holdings re-
demption needs of the business as de-
scribed in paragraph (d) of this section.
See paragraph (e) of this section for ad-
ditional rules relating to the section
303 redemption needs and the excess
business holdings redemption needs of
the business. An accumulation of the
earnings and profits (including the un-
distributed earnings and profits of
prior years) is in excess of the reason-
able needs of the business if it exceeds
the amount that a prudent business-
man would consider appropriate for the
present business purposes and for the
reasonably anticipated future needs of
the business. The need to retain earn-
ings and profits must be directly con-
nected with the needs of
thecorporation itself and must be for
bona fide business purposes. For pur-
poses of this paragraph the section 303
redemption needs of the business and
the excess business holdings redemp-
tion needs of the business are deemed
to be directly connected with the needs
of the business and for a bona fide busi-
ness purpose. See § 1.537–3 for a discus-
sion of what constitutes the business of
the corporation. The extent to which
earnings and profits have been distrib-
uted by the corporation may be taken
into account in determining whether or
not retained earnings and profits ex-
ceed the reasonable needs of the busi-
ness. See § 1.537–2, relating to grounds
for accumulation of earnings and prof-
its.

(b) Reasonable anticipated needs. (1) In
order for a corporation to justify an ac-
cumulation of earnings and profits for
reasonably anticipated future needs,
there must be an indication that the
future needs of the business require
such accumulation, and the corpora-
tion must have specific, definite, and
feasible plans for the use of such accu-
mulation. Such an accumulation need
not be used immediately, nor must the
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plans for its use be consummated with-
in a short period after the close of the
taxable year, provided that such accu-
mulation will be used within a reason-
able time depending upon all the facts
and circumstances relating to the fu-
ture needs of the business. Where the
future needs of the business are uncer-
tain or vague, where the plans for the
future use of an accumulation are not
specific, definite, and feasible, or where
the execution of such a plan is post-
poned indefinitely, an accumulation
cannot be justified on the grounds of
reasonably anticipated needs of the
business.

(2) Consideration shall be given to
reasonably anticipated needs as they
exist on the basis of the facts at the
close of the taxable year. Thus, subse-
quent events shall not be used for the
purpose of showing that the retention
of earnings or profits was unreasonable
at the close of the taxable year if all
the elements of reasonable anticipa-
tion are present at the close of such
taxable year. However, subsequent
events may be considered to determine
whether the taxpayer actually in-
tended to consummate or has actually
consummated the plans for which the
earnings and profits were accumulated.
In this connection, projected expansion
or investment plans shall be reviewed
in the light of the facts during each
year and as they exist as of the close of
the taxable year. If a corporation has
justified an accumulation for future
needs by plans never consummated, the
amount of such an accumulation shall
be taken into account in determining
the reasonableness of subsequent accu-
mulations.

(c) Section 303 redemption needs of the
business. (1) The term section 303 re-
demption needs means, with respect to
the taxable year of the corporation in
which a shareholder of the corporation
died or any taxable year thereafter, the
amount needed (or reasonably antici-
pated to be needed) to redeem stock in-
cluded in the gross estate of such
shareholder but not in excess of the
amount necessary to effect a distribu-
tion to which section 303 applies. For
purposes of this paragraph, the term
shareholder includes an individual in
whose gross estate stock of the cor-

poration is includable upon his death
for Federal estate tax purposes.

(2) This paragraph applies to a cor-
poration to which section 303(c) would
apply if a distribution described there-
in were made.

(3) If stock included in the gross es-
tate of a decedent is stock of two or
more corporations described in section
303(b)(2)(B), the amount needed by each
such corporation for section 303 re-
demption purposes under this section
shall, unless the particular facts and
circumstances indicate otherwise, be
that amount which bears the same
ratio to the amount described in sec-
tion 303(a) as the fair market value of
such corporation’s stock included in
the gross estate of such decedent bears
to the fair market value of all of the
stock of such corporations included in
the gross estate. For example, facts
and circumstances indicating that the
allocation prescribed by this subpara-
graph is not required would include no-
tice given to the corporations by the
executor or administrator of the dece-
dent’s estate that he intends to request
the redemption of stock of only one of
such corporations or the redemption of
stock of such corporations in a ratio
which is unrelated to the respective
fair market values of the stock of the
corporations included in the decedent’s
gross estate.

(4) The provisions of this paragraph
apply only to taxable years ending
after May 26, 1969.

(d) Excess business holdings redemption
needs. (1) The term excess business hold-
ings redemption needs means, with re-
spect to taxable years of the corpora-
tion ending after May 26, 1969, the
amount needed (or reasonably antici-
pated to be needed) to redeem from a
private foundation stock which:

(i) Such foundation held on May 26,
1969 (or which was received by such
foundation pursuant to a will or irrev-
ocable trust to which section 4943(c)(5)
applies), and either

(ii) Constituted excess business hold-
ings on such date or would have con-
stituted excess business holdings as of
that date if there were taken into ac-
count (a) stock received pursuant to a
will or trust described in subdivision (i)
of this subparagraph and (b) the reduc-
tion in the total outstanding stock of
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the corporation which would have re-
sulted solely from the redemption of
stock held by the private foundation,
or

(iii) Constituted stock redemption of
which before January 1, 1975, or after
October 4, 1976, and before January 1,
1977, is, by reason of section 101(l)(2)(B)
of the Tax Reform Act of 1969, as
amended by section 1309 of the Tax Re-
form Act of 1976, and § 53.4941(d)–4(b),
permitted without imposition of tax
under section 4941, but only to the ex-
tent such stock is to be redeemed be-
fore January 1, 1975 or after October 4,
1976, and before January 1, 1977, or is to
be redeemed thereafter pursuant to the
terms of a binding contract entered
into on or before such date to redeem
all of the stock of the corporation held
by the private foundation on such date.

(2) The purpose of subparagraph (1) of
this paragraph is to facilitate a pri-
vate-foundation’s disposition of certain
excess business holdings, in order for
the private foundation not to be liable
for tax under section 4943. See section
4943(c) and the regulations thereunder
for the definition of excess business
holdings. For purposes of section
537(b)(2) and this paragraph, however,
any determination of the existence of
excess business holdings shall be made
without taking into account the provi-
sions of section 4943(c)(4) which treat
certain excess business holdings as held
by a disqualified person (rather than by
the private foundation), except that
the periods described in section
4943(c)(4) (B), (C), and (D), if applicable,
shall be taken into account in deter-
mining the period during which an ex-
cess business holdings redemption need
may be deemed to exist. Thus, an ex-
cess business holdings redemption need
may, depending upon the facts and cir-
cumstances, be deemed to exist for a
part or all of the 20-year, 15-year, or 10-
year period specified in section
4943(c)(4)(B) during which the interest
in the corporation held by the private
foundation is treated as held by a dis-
qualified person rather than by the pri-
vate foundation, and, if applicable, (i)
any suspension of such 20-year, 15-year,
or 10-year period as provided by section
4943(c)(4)(C) and (ii) the 15-year second
phase specified in section 4943(c)(4)(D).
The foregoing sentence is not to be

construed to prevent an accumulation
of earnings and profits for the purpose
of effecting a redemption of excess
business holdings at a time or times
prior to expiration of the periods de-
scribed in such sentence. This subpara-
graph is not to be construed to prevent
an accumulation of earnings and prof-
its for the purpose of effecting a re-
demption described in subdivision (iii)
of subparagraph (1) of this paragraph.

(3) The extent of an excess business
holdings redemption need cannot ex-
ceed the total number of shares of
stock so held or received by the private
foundation (i) redemption of which
alone would sufficiently reduce such
private foundation’s proportionate
share of the corporation’s total out-
standing stock in order for the private
foundation not to be liable for tax
under section 4943, or (ii) redemption of
which is, by reason of § 53.4941(d)–4(b),
permitted without imposition of tax
under section 4941 provided that such
redemption is accomplished within the
period and in the manner prescribed in
subdivision (iii) of subparagraph (1) of
this paragraph. Thus, excess business
holdings of a private foundation attrib-
utable to an increase in the private
foundation’s proportionate share of the
corporation’s total outstanding stock
by reason of a redemption of stock
after May 26, 1969, from any person
other than the private foundation do
not give rise to an excess business
holdings redemption need.

(4) For purposes of subdivision (ii) of
subparagraph (1) of this paragraph, an
excess business holdings redemption
need can arise with respect to shares of
the corporation’s stock under section
537(a)(3) only following actual acquisi-
tion by the private foundation of such
shares and their characterization as an
excess business holding. Thus, this
paragraph does not apply to an accu-
mulation of earnings and profits in one
taxable year in anticipation of redemp-
tion of excess business holdings to be
acquired by a private foundation in a
subsequent year pursuant to a will or
irrevocable trust to which section
4943(c)(5) applies or in anticipation of
shares held becoming excess business
holdings of the private foundation in a

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00245 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



246

26 CFR Ch. I (4–1–01 Edition)§ 1.537–1

subsequent year by reason of addi-
tional shares to be received by the pri-
vate foundation in such subsequent
year pursuant to a will or irrevocable
trust to which section 4943(c)(5) ap-
plies. Once having arisen, however, an
excess business holdings redemption
need may continue until redemption of
the private foundation’s excess busi-
ness holdings described in this para-
graph or other disposition of such ex-
cess business holdings by the private
foundation.

(5) Notwithstanding any other provi-
sion of this paragraph, an excess busi-
ness holdings redemption need will not
be deemed to exist with respect to
stock held by a private foundation the
redemption of which would subject any
person to tax under section 4941.

(6) For purposes of subdivision (ii) of
subparagraph (1) of this paragraph, the
number of shares of stock held by a pri-
vate foundation on May 26, 1969 (or re-
ceived pursuant to a will or irrevocable
trust to which section 4943(c)(5) ap-
plies), redemption of which alone
would sufficiently reduce such founda-
tion’s proportionate share of a corpora-
tion’s total outstanding stock in order
for the foundation not to be liable for
tax under section 4943 may be deter-
mined by application of the following
formula:

X
PH Y SO

Y
= − ×

−
( )

1
X=Number of shares to be redeemed.
Y=Maximum percentage of outstanding

stock which private foundation can hold
without being liable for tax under sec-
tion 4943.

PH=Number of shares of stock held by pri-
vate foundation on May 26, 1969, or re-
ceived pursuant to a will or irrevocable
trust to which section 4943(c)(5) applies.

SO=Total number of shares of stock out-
standing unreduced by any redemption
from a person other than the private
foundation.

(7) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. (i) On May 26, 1969, Private Foun-
dation A holds 60 of the 100 outstanding
shares of the capital stock of corporation X,
which is not a disqualified person with re-
spect to A. None of the remaining 40 shares
is owned by a disqualified person within the
meaning of section 4946(a). On June 1, 1975, X

redeems 10 shares of its stock from indi-
vidual B, thus reducing its outstanding stock
to 90 shares. On June 1, 1976, A receives 20 ad-
ditional shares of X stock by bequest under
a will to which section 4943(c)(5) applies. As
of June 1, 1976, then, A holds 80 of the 90 out-
standing shares of X. Solely for purposes of
this example and to illustrate the applica-
tion of this paragraph, it will be assumed
that in order not to be liable for the initial
tax under section 4943, A must, before the
close of the second phase described in section
4943(c)(4)(D), reduce its proportionate stock
interest in X to 35 percent. A requests X to
redeem from it a sufficient number of its
shares to so reduce its proportionate stock
interest in X to 35 percent, and X agrees to
effect such a redemption.

(ii) As of May 26, 1969, A’s excess business
holdings are 25 shares of X, the number of
shares which A would be required to dispose
of to a person other than X in order to re-
duce its proportionate holdings in X to no
more than 35percent. If the disposition is to
be by means of a redemption, however, A’s
excess business holdings on May 26, 1969, for
purposes of determining X’s excess business
holdings redemption needs, are 39 shares,
i.e., the number of shares X would be re-
quired to redeem in order to reduce A’s pro-
portionate stock interest to 35 percent. Al-
though the redemption of 10 shares from B
on June 1, 1975, creates additional excess
business holdings of A because it effectively
increases A’s proportionate stock interest in
X, this increase does not create an additional
excess business holdings redemption need be-
cause it resulted from a redemption from a
person other than A. The bequest of 20 shares
of X received by A on June 1, 1976, creates a
further excess business holdings redemption
need as of that date in the amount needed
(or reasonably anticipated to be needed) to
redeem an additional 31 shares from A, i.e.,
the number of shares which, when added to
the excess business holdings of A on May 26,
1969, would have to be redeemed to reduce
A’s proportionate stock interest in X to 35
percent without taking the earlier redemp-
tion from B into account.

(e)(1) A determination whether and
to what extent an amount is needed (or
reasonably anticipated to be needed)
for the purpose described in subpara-
graph (1) of paragraph (c) or (d) of this
section is dependent upon the par-
ticular circumstances of the case, in-
cluding the total amount of earnings
and profits accumulated in prior years
which may be available for such pur-
pose and the existence of a reasonable
expectation that a redemption de-
scribed in paragraph (c) or (d) of this
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section will in fact be effected. Al-
though paragraph (c) or (d) of this sec-
tion may apply even though no re-
demption of stock is in fact effected,
the failure to effect such redemption
may be taken into account in deter-
mining whether the accumulation was
needed (or reasonably anticipated to be
needed) for a purpose described in para-
graph (c) or (d).

(2) In applying subparagraph (1) of
paragraph (c) or (d) of this section, the
discharge of an obligation incurred to
make a redemption shall be treated as
the making of the redemption.

(3) In determining whether an accu-
mulation is in excess of the reasonable
needs of the business for a particular
year, the fact that one of the excep-
tions specified in paragraph (c) or (d) of
this section applies in a subsequent
year is not to give rise to an inference
that the accumulation would not have
been for the reasonable needs of the
business in the prior year. Also, no in-
ference is to be drawn from the enact-
ment of section 537(a) (2) and (3) that
accumulations in any prior year would
not have been for the reasonable needs
of the business in the absence of such
provisions. Thus, the reasonableness of
accumulations in years prior to a year
in which one of the exceptions specified
in paragraph (c) or (d) of this section
applies is to be determined solely upon
the facts and circumstances existing at
the times the accumulations occur.

(f) Product liability loss reserves. (1)
The term product liability loss reserve
means, with respect to taxable years
beginning after September 30, 1979, rea-
sonable amounts accumulated for the
payment of reasonably anticipated
product liability losses, as defined in
section 172(j) and § 1.172–13(b)(1).

(2) For purposes of this paragraph,
whether an accumulation for antici-
pated product liability losses is reason-
able in amount and whether such an-
ticipated product liability losses are
likely to occur shall be determined in
light of all facts and circumstances of
the taxpayer making such accumula-
tion. Some of the factors to be consid-
ered in determining the reasonableness
of the accumulation include the tax-
payer’s previous product liability expe-
rience, the extent of the taxpayer’s
coverage by commercial product liabil-

ity insurance, the income tax con-
sequences of the taxpayer’s ability to
deduct product liability losses and re-
lated expenses, and the taxpayer’s po-
tential future liability due to defective
products in light of the taxpayer’s
plans to expand the production of prod-
ucts currently being manufactured,
provided such plans are specific, defi-
nite and feasible. Additionally, a factor
to be considered in determining wheth-
er the accumulation is reasonable in
amount is whether the taxpayer, in ac-
counting for its potential future liabil-
ity, took into account the reasonably
estimated present value of the poten-
tial future liability.

(3) Only those accumulations made
with respect to products that have
been manufactured, leased, or sold
shall be considered as accumulations
made under this paragraph. Thus, for
example, accumulations with respect
to a product which has not progressed
beyond the development stage are not
reasonable accumulations under this
paragraph.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7165, 37 FR 5022, Mar. 9,
1972, 37 FR 5703, Mar. 18, 1972; T.D. 7678, 44 FR
12416, Feb. 26, 1980; T.D. 8096, 51 FR 30483,
Aug. 27, 1986]

§ 1.537–2 Grounds for accumulation of
earnings and profits.

(a) In general. Whether a particular
ground or grounds for the accumula-
tion of earnings and profits indicate
that the earnings and profits have been
accumulated for the reasonable needs
of the business or beyond such needs is
dependent upon the particular cir-
cumstances of the case. Listed below in
paragraphs (b) and (c) of this section
are some of the grounds which may be
used as guides under ordinary cir-
cumstances.

(b) Reasonable accumulation of earn-
ings and profits. Although the following
grounds are not exclusive, one or more
of such grounds, if supported by suffi-
cient facts, may indicate that the earn-
ings and profits of a corporation are
being accumulated for the reasonable
needs of the business provided the gen-
eral requirements under §§ 1.537–1 and
1.537–3 are satisfied:

(1) To provide for bona fide expansion
of business or replacement of plant;
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(2) To acquire a business enterprise
through purchasing stock or assets;

(3) To provide for the retirement of
bona fide indebtedness created in con-
nection with the trade or business,
such as the establishment of a sinking
fund for the purpose of retiring bonds
issued by the corporation in accord-
ance with contract obligations in-
curred on issue;

(4) To provide necessary working cap-
ital for the business, such as, for the
procurement of inventories;

(5) To provide for investments or
loans to suppliers or customers if nec-
essary in order to maintain the busi-
ness of the corporation; or

(6) To provide for the payment of rea-
sonably anticipated product liability
losses, as defined in section 172(j),
§ 1.172–13(b)(1), and § 1.537–1(f).

(c) Unreasonable accumulations of
earnings and profits. Although the fol-
lowing purposes are not exclusive, ac-
cumulations of earnings and profits to
meet any one of such objectives may
indicate that the earnings and profits
of a corporation are being accumulated
beyond the reasonable needs of the
business:

(1) Loans to shareholders, or the ex-
penditure of funds of the corporation
for the personal benefit of the share-
holders;

(2) Loans having no reasonable rela-
tion to the conduct of the business
made to relatives or friends of share-
holders, or to other persons;

(3) Loans to another corporation, the
business of which is not that of the
taxpayer corporation, if the capital
stock of such other corporation is
owned, directly or indirectly, by the
shareholder or shareholders of the tax-
payer corporation and such shareholder
or shareholders are in control of both
corporations;

(4) Investments in properties, or se-
curities which are unrelated to the ac-
tivities of the business of the taxpayer
corporation; or

(5) Retention of earnings and profits
to provide against unrealistic hazards.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 8096, 51 FR 30484, Aug. 27,
1986]

§ 1.537–3 Business of the corporation.
(a) The business of a corporation is

not merely that which it has pre-
viously carried on but includes, in gen-
eral, any line of business which it may
undertake.

(b) If one corporation owns the stock
of another corporation and, in effect,
operates the other corporation, the
business of the latter corporation may
be considered in substance, although
not in legal form, the business of the
first corporation. However, investment
by a corporation of its earnings and
profits in stock and securities of an-
other corporation is not, of itself, to be
regarded as employment of the earn-
ings and profits in its business. Earn-
ings and profits of the first corporation
put into the second corporation
through the purchase of stock or secu-
rities or otherwise, may, if a subsidiary
relationship is established, constitute
employment of the earnings and profits
in its own business. Thus, the business
of one corporation may be regarded as
including the business of another cor-
poration if such other corporation is a
mere instrumentality of the first cor-
poration; that may be established by
showing that the first corporation
owns at least 80 percent of the voting
stock of the second corporation. If the
taxpayer’s ownership of stock is less
than 80 percent in the other corpora-
tion, the determination of whether the
funds are employed in a business oper-
ated by the taxpayer will depend upon
the particular circumstances of the
case. Moreover, the business of one cor-
poration does not include the business
of another corporation if such other
corporation is a personal holding com-
pany, an investment company, or a
corporation not engaged in the active
conduct of a trade or business.

PERSONAL HOLDING COMPANIES

§ 1.541–1 Imposition of tax.
(a) Section 541 imposes a graduated

tax upon corporations classified as per-
sonal holding companies under section
542. This tax, if applicable, is in addi-
tion to the tax imposed upon corpora-
tions generally under section 11. Unless
specifically excepted under section
542(c) the tax applies to domestic and
foreign corporations and, to the extent
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provided by section 542(b), to an affili-
ated group of corporations filing a con-
solidated return. Corporations classi-
fied as personal holding companies are
exempt brom the accumulated earnings
tax imposed under section 531 but are
not exempt from other income taxes
imposed upon corporations, generally,
under any other provisions of the Code.
Unlike the accumulated earnings tax
imposed under section 531, the personal
holding company tax imposed by sec-
tion 541 applies to all personal holding
companies as defined in section 542,
whether or not they were formed or
availed of to avoid income tax upon
shareholders. See section 6501(f) and
§ 301.6501(f)–1 of this chapter (Regula-
tions on Procedure and Administra-
tion) with respect to the period of limi-
tation on assessment of personal hold-
ing company tax upon failure to file a
schedule of personal holding company
income.

(b) A foreign corporation, whether
resident or nonresident, which is clas-
sified as a personal holding company is
subject to the tax imposed under sec-
tion 541 with respect to its income
from sources within the United States,
even though such income is not fixed
or determinable annual or periodical
income specified in section 881. A for-
eign corporation is not classified as a
personal holding company subject to
tax under section 541 if it is a foreign
personal holding company as defined in
section 552 or if it meets the require-
ments of the exception provided in sec-
tion 542(c)(10).

§ 1.542–1 General rule.
A personal holding company is any

corporation (other than one specifi-
cally excepted under section 542(c))
which, for the taxable year, meets:

(a) The gross income requirement
specified in section 542(a)(1) and § 1.542–
2, and

(b) The stock ownership requirement
specified in section 542(a)(2) and § 1.542–
3.
Both requirements must be satisfied
with respect to each taxable year.

§ 1.542–2 Gross income requirement.
To meet the gross income require-

ment it is necessary that at least 80
percent of the total gross income of the

corporation for the taxable year be per-
sonal holding company income as de-
fined in section 543 and §§ 1.543–1 and
1.543–2. For the definition of gross in-
come see section 61 and §§ 1.61–1 through
1.61–14. Under such provisions gross in-
come is not necessarily synonymous
with gross receipts. Further, in the
case of transactions in stocks and secu-
rities and in commodities transactions,
gross income for personal holding com-
pany tax purposes shall include only
the excess of gains over losses from
such transactions. See section 543(b),
paragraph (b) (5) and (6) of § 1.543–1 and
§ 1.543–2. For determining the character
of the amount includible in gross in-
come under section 951(a), see para-
graph (a) of § 1.951–1.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6795, 30 FR 934, Jan. 29, 1965]

§ 1.542–3 Stock ownership require-
ment.

(a) General rule. To meet the stock
ownership requirement, it is necessary
that at some time during the last half
of the taxable year more than 50 per-
cent in value of the outstanding stock
of the corporation be owned, directly
or indirectly, by or for not more than 5
individuals. Any organization or trust
to which subparagraph (1) of this para-
graph applies shall be considered as one
individual for purposes of this stock
ownership requirement subject, how-
ever, to the exception in subparagraph
(2) of this paragraph which is applica-
ble only to taxable years beginning
after December 31, 1954. Thus, if an or-
ganization or trust which is considered
as an individual owns 51 percent in
value of the outstanding stock of the
corporation at any time during the last
half of the taxable year, the stock own-
ership requirement will be met by own-
ership of the required percentage by
one individual. See section 544 and
§§ 1.544–1 through 1.544–7 for the deter-
mination of stock ownership.

(1) An organization or trust considered
as an individual. Any of the following
organizations or trusts shall be consid-
ered as an individual:

(i) An organization to which section
503 applies, namely, any organization
described in section 501(c)(3) (relating
to charitable, etc., organizations) or
section 401(a) (relating to employees’
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pension trust, etc.) other than an orga-
nization excepted from the application
of section 503 by paragraphs (1) to (5) of
section 503(b). Therefore, a religious or-
ganization (other than a trust) ex-
cepted under section 503(b)(1) is not
considered an individual for purposes of
the stock ownership requirement of
section 542(a)(2).

(ii) A portion of a trust permanently
set aside or to be used exclusively for
the purposes described in section 642(c),
relating to amounts set aside for chari-
table purposes, or described in a cor-
responding provision of the prior in-
come tax law (such as section 162(a),
Internal Revenue Code of 1939).

(2) Exception. For taxable years be-
ginning after December 31, 1954, an or-
ganization or trust to which subpara-
graph (1) of this paragraph applies shall
not be considered an individual if all of
the following conditions are met:

(i) It was organized or created before
July 1, 1950.

(ii) At all times on or after July 1,
1950, and before the close of the taxable
year, it owned all of the common stock
and at least 80 percent of the total
number of shares of all other classes of
stock of the corporation.

(iii) For the taxable year it is not de-
nied exemption under section 504(a) or
the unlimited charitable deduction
under section 681(c). In determining
whether, for the purpose of section
542(a)(2), exemption is not denied under
section 504(a) or the unlimited chari-
table deduction is not denied under sec-
tion 681(c) all the income of the cor-
poration which is available for dis-
tribution as dividends to its share-
holders shall be deemed to have been
distributed at the close of the taxable
year whether or not any portion of
such income was in fact distributed. If
the amounts described in section 504(a)
or section 681(c), increased by the in-
come of the corporation deemed dis-
tributed pursuant to the preceding sen-
tence, would be sufficient to deny ex-
emption or the unlimited charitable
deduction, the organization or trust
will be considered to be an individual
for the purpose of section 542(a)(2). For
the purpose of this subdivision the re-
strictions in sections 504(a)(1) and
681(c)(1) against unreasonable accumu-
lations will not apply to income attrib-

utable to property of a decedent dying
before January 1, 1951, which was
transferrred during his lifetime to a
trust or property that was transferred
under his will to such trust, and

(iv) This subparagraph is illustrated
by the following example:

Example. The X Charitable Foundation (an
organization described in section 501(c)(3) to
which section 503 is applicable) has owned all
of the stock of the Y Corporation since Y’s
organization in 1949. Both X and Y are cal-
endar-year corporations. At the end of the
year 1955, X has accumulated $100,000 out of
income and has actually paid out only $75,000
of this amount, leaving a balance of $25,000
on December 31, 1955. X was not denied an ex-
emption under section 504(a) for the year
1955. Y, during the calendar year 1955, has
$400,000 taxable income of which $200,000 is
available for distribution as dividends at the
end of the year. X will be considered to have
accumulated out of income during the cal-
endar year 1955 the amount of $225,000 for the
purpose of determining whether it would
have been denied an exemption under section
504(a)(1). If X would have been denied an ex-
emption under section 504(a)(1) by reason of
having been deemed to have accumulated
$225,000, the stock ownership requirement of
section 542(a)(2) and this section will have
been satisfied. If Y Corporation also satisfies
the gross income requirement of section
542(a)(1) and § 1.542–2 it will be a personal
holding company.

(b) Changes in stock outstanding. It is
necessary to consider any change in
the stock outstanding during the last
half of the taxable year, whether in the
number of shares or classes of stock, or
in the ownership thereof. Stock sub-
scribed and paid for will be considered
as stock outstanding, whether or not
such stock is evidenced by issued cer-
tificates. Treasury stock shall not be
considered as stock outstanding.

(c) Value of stock outstanding. The
value of the stock outstanding shall be
determined in the light of all the cir-
cumstances. The value may be deter-
mined upon the basis of the company’s
net worth, earning and dividend paying
capacity, appreciation of assets, to-
gether with such other factors as have
a bearing upon the value of the stock.
If the value of the stock is greatly at
variance with that reflected by the cor-
porate books, the evidence of such
value should be filed with the return.
In any case where there are two or
more classes of stock outstanding, the
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total value of all the stock should be
allocated among the different classes
according to the relative value of each
class.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6739, 29 FR 7713, June 17,
1964]

§ 1.542–4 Corporations filing consoli-
dated returns.

(a) General rule. A consolidated re-
turn under section 1501 shall determine
the application of the personal holding
company tax to the group and to any
member thereof on the basis of the con-
solidated gross income and consoli-
dated personal holding company in-
come of the group, as determined under
the regulations prescribed pursuant to
section 1502 (relating to consolidated
returns); however, this rule shall not
apply to either (1) an ineligible affili-
ated group as defined in section
542(b)(2) and paragraph (b) of this sec-
tion, or (2) an affiliated group of cor-
porations a member of which is ex-
cluded from the definition of a personal
holding company under section 542(c)
and paragraph (c) of this section. Thus,
in the latter two instances the gross
income requirement provided in sec-
tion 542(a)(1) and § 1.542–2 shall apply to
each individual member of the affili-
ated group of corporations.

(b) Ineligible affiliated group. (1) Ex-
cept for certain affiliated railroad cor-
porations, as provided in subparagraph
(2) of this paragraph, an affiliated
group of corporations is an ineligible
affiliated group and therefore may not
use its consolidated gross income and
consolidated personal holding company
income to determine the liability of
the group or any member thereof for
personal holding company tax (as pro-
vided in paragraph (a) of this section),
if (i) any member of such group, includ-
ing the common parent, derived gross
income from sources outside the affili-
ated group for the taxable year in an
amount equal to 10 percent or more of
its gross income from all sources for
that year and (ii) 80 percent or more of
the gross income from sources outside
the affiliated group consists of personal
holding company income as defined in
section 543 and §§ 1.543–1 and 1.543–2.
For purposes of subdivision (i) of this
subparagraph gross income shall not

include certain dividend income
receivedby a common parent from a
corporation not a member of the affili-
ated group which qualifies under sec-
tion 542(b)(4) and paragraph (d) of this
section. See particularly the examples
contained in paragraph (d)(2) of this
section. Intercorporate dividends re-
ceived by members of the affiliated
group (including the common parent)
are to be included in the gross income
from all sources for purposes of the
test in subdivision (i) of this subpara-
graph. For purposes of subdivision (ii)
of this subparagraph, section 543 and
paragraph (a) of § 1.543–1 shall be ap-
plied as if the amount of gross income
derived from sources outside the affili-
ated group by a corporation which is a
member of such group is the gross in-
come of such corporation.

(2) An affiliated group of railroad cor-
porations shall not be considered to be
an ineligible affiliated group, notwith-
standing any other provisions of sec-
tion 542(b)(2) and this paragraph, if the
common parent of such group would be
eligible to file a consolidated return
under section 141 of the Internal Rev-
enue Code of 1939 prior to its amend-
ment by the Revenue Act of 1942 (56
Stat. 798).

(3) See section 562(d) and § 1.562–3 for
dividends paid deduction in the case of
a distribution by a member of an ineli-
gible affiliated group.

(4) The determination of whether an
affiliated group of corporations is an
ineligible group under section 542(b)(2)
and this paragraph, may be illustrated
by the following examples:

Example 1. Corporations X, Y, and Z con-
stitute an affiliated group of corporations
which files a consolidated return for the cal-
endar year 1954; Corporations Y and Z are
wholly-owned subsidiaries of Corporation X
and derive no gross income from sources out-
side the affiliated group; Corporation X, the
common parent, has gross income in the
amount of $250,000 for the taxable year 1954.
$200,000 of such gross income consists of divi-
dends received from Corporations Y and Z.
The remaining $50,000 was derived from
sources outside the affiliated group, $40,000
of which represents personal holding com-
pany income as defined in section 543. The
$50,000 included in the gross income of Cor-
poration X and derived from sources outside
the affiliated group is more than 10 percent
of X’s gross income ($50,000/$250,000) and the
$40,000 which represents personal holding

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00251 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



252

26 CFR Ch. I (4–1–01 Edition)§ 1.542–4

company income is 80 percent of $50,000 (the
amount considered to be the gross income of
Corporation X). Accordingly, Corporations
X, Y, and Z would be an ineligible affiliated
group and the gross income requirement
under section 542(a)(1) and § 1.542–2 would be
applied to each corporation individually.

Example 2. If, in the above example, only
$30,000 of the $50,000 derived from sources
outside the affiliated group by Corporation X
represented personal holding company in-
come, this group of affiliated corporations
would not be an ineligible affiliated group.
Although the $50,000 representing the gross
income of Corporation X from sources out-
side the affiliated group is more than 10 per-
cent of its total gross income, the amount of
$30,000 representing personal holding com-
pany income is not 80 percent or more of the
amount considered to be gross income for
the purpose of this test. Under section
542(b)(2) and subparagraph (1) of this para-
graph both the gross income and the per-
sonal holding company income requirements
must be satisfied in determining that an af-
filiated group constitutes an ineligible
group. Since both of these requirements have
not been satisfied in this example this group
of affiliated corporations would not be an in-
eligible group.

(c) Excluded corporations. The general
rule for determining liability of an af-
filiated group under paragraph (a) of
this section shall not apply if any
member thereof is a corporation which
is excluded, under section 542(c), from
the definition of a personal holding
company.

(d) Certain dividend income received by
a common parent. (1) Dividends received
by the common parent of an affiliated
group from a corporation which is not
a member of the affiliated group shall
not be included in gross income or per-
sonal holding company income, for the
purpose of the test under section
542(b)(2):

(i) If such common parent owned, di-
rectly or indirectly, more than 50 per-
cent of the outstanding voting stock of
the dividend paying corporation at the
time such common parent became enti-
tled to the dividend, and

(ii) If the dividend paying corpora-
tion is not a personal holding company
for the taxable year in which the divi-
dends are paid.
Thus, if the tests in subdivisions (i) and
(ii) of this subparagraph are met, the
dividend income received by the com-
mon parent from such other corpora-
tion will not be considered gross in-

come for purposes of the test in section
542(b)(2)(A) (paragraph (b) of this sec-
tion), that is, either to determine gross
income from sources outside the affili-
ated group or to determine gross in-
come from all sources.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following examples:

Example 1. Corporation X is the common
parent of Corporation Y and Corporation Z
and together they constitute an affiliated
group which files a consolidated return
under section 1501. Corporation Y and Cor-
poration Z derived no income from sources
outside the affiliated group. Corporation X,
the common parent, had gross income of
$100,000 for the calendar year 1954 of which
amount $20,000 represented a dividend re-
ceived from Corporation W, and $4,000 rep-
resented interest from Corporation T. The
remaining gross income of X, $76,000, was re-
ceived from Corporations Y and Z. Corpora-
tion X, for its entire taxable year, owned 60
percent of the voting stock of Corporation W
which was not a personal holding company
for the calendar year 1954. For the purpose of
the gross income and personal holding com-
pany income test under section 542(b)(2) and
paragraph (b) of this section, the $20,000 divi-
dend received from Corporation W would not
be included in the gross income or personal
holding company income of Corporation X.
The affiliated group would not be an ineli-
gible group under section 542(b)(2) because 10
percent or more of its gross income was not
from sources outside the affiliated group as
required by section 542(b)(2)(A). Inasmuch as
the $20,000 dividend from Corporation W is
not included in the gross income of Corpora-
tion X for purposes of section 542(b)(2) Cor-
poration X only has $4,000 gross income from
sources outside the affiliated group which is
only 5 percent of its gross income from all
sources, $80,000.

Example 2. If, in example 1, Corporation X
owned 50 percent or less of the voting stock
of Corporation W at the time X became enti-
tled to the dividend, or if Corporation W had
been a personal holding company for the tax-
able year in which the dividends were paid,
the $20,000 dividends received by Corporation
X would be included in gross income and per-
sonal holding company income of Corpora-
tion X for the purpose of the test under sec-
tion 542(b)(2) and paragraph (b) of this sec-
tion. Thus, the affiliated group would be an
ineligible affiliated group under section
542(b)(2) because 24 percent of its gross in-
come was from sources outside the affiliated
group ($24,000/$100,000) and 100 percent of this
$24,000 was personal holding company in-
come.
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§ 1.543–1 Personal holding company in-
come.

(a) General rule. The term personal
holding company income means the por-
tion of the gross income which consists
of the classes of gross income described
in paragraph (b) of this section. See
section 543(b) and § 1.543–2 for special
limitations on gross income and per-
sonal holding company income in cases
of gains from stocks’, securities’, and
commodities’ transactions.

(b) Definitions—(1) Dividends. The
term dividends includes dividends as de-
fined in section 316 and amounts re-
quired to be included in gross income
under section 551 and §§ 1.551–1—1.551–2
(relating to foreign personal holding
company income taxed to United
States shareholders).

(2) Interest. The term interest means
any amounts, includible in gross in-
come, received for the use of money
loaned. However, (i) interest which
constitutes rent shall not be classified
as interest but shall be classified as
rents (see subparagraph (10) of this
paragraph) and (ii) interest on amounts
set aside in a reserve fund under sec-
tion 511 or 607 of the Merchant Marine
Act, 1936 (46 U.S.C. 1161 or 1177), shall
not be included in personal holding
company income.

(3) Royalties (other than mineral, oil, or
gas royalties or certain copyright royal-
ties). The term royalties (other than
mineral, oil, or gas royalties or certain
copyright royalties) includes amounts
received for the privilege of using pat-
ents, copyrights, secret processes and
formulas, good will, trade marks, trade
brands, franchises, and other like prop-
erty. It does not, however, include
rents. For rules relating to rents see
section 543(a)(7) and subparagraph (10)
of this paragraph. For rules relating to
mineral, oil, or gas royalties, see sec-
tion 543(a)(8) and subparagraph (11) of
this paragraph. For rules relating to
certain copyright royalties for taxable
years beginning after December 31,
1959, see section 543(a)(9) and subpara-
graph (12) of this paragraph.

(4) Annuities. The term annuities in-
cludes annuities only to the extent in-
cludible in the computation of gross in-
come. See section 72 and §§ 1.72–1— 1.72–
14 for rules relating to the inclusion of
annuities in gross income.

(5) Gains from the sale or exchange of
stock or securities. (i) Except in the case
of regular dealers in stock or securities
as provided in subdivision (ii) of this
subparagraph, gross income and per-
sonal holding company income include
the amount by which the gains exceed
the losses from the sale or exchange of
stock or securities. See section
543(b)(1) and § 1.543–2 for provisions re-
lating to this limitation. For this pur-
pose, there shall be taken into account
all those gains includible in gross in-
come (including gains from liquidating
dividends and other distributions from
capital) and all those losses deductible
from gross income which are consid-
ered under chapter 1 of the Code to be
gains or losses from the sale or ex-
change of stock or securities. The term
stock or securities as used in section
543(a)(2) and this subparagraph includes
shares or certificates of stock, stock
rights or warrants, or interest in any
corporation (including any joint stock
company, insurance company, associa-
tion, or other organization classified as
a corporation by the Code), certificates
of interest or participation in any prof-
it-sharing agreement, or in any oil,
gas, or other mineral property, or
lease, collateral trust certificates, vot-
ing trust certificates, bonds, deben-
tures, certificates of indebtedness,
notes, car trust certificates, bills of ex-
change, obligations issued by or on be-
half of a State, Territory, or political
subdivision thereof.

(ii) In the case of regular dealers in
stock or securities there shall not be in-
cluded gains or losses derived from the
sale or exchange of stock or securities
made in the normal course of business.
The term regular dealer in stock or secu-
rities means a corporation with an es-
tablished place of business regularly
engaged in the purchase of stock or se-
curities and their resale to customers.
However, such corporations shall not
be considered as regular dealers with
respect to stock or securities which are
held for investment. See section 1236
and § 1.1236–1.

(6) Gains from futures transactions in
commodities. Gross income and personal
holding company income include the
amount by which the gains exceed the
losses from futures transactions in any
commodity on or subject to the rules of
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a board of trade or commodity ex-
change. See § 1.543–2 for provisions re-
lating to this limitation. In general,
for the purpose of determining such ex-
cess, there are included all gains and
losses on futures contracts which are
speculative. However, for the purpose
of determining such excess, there shall
not be included gains or losses from
cash transactions, or gains or losses by
a producer, processor, merchant, or
handler of the commodity, which arise
out of bona fide hedging transactions
reasonably necessary to the conduct of
its business in the manner in which
such business is customarily and usu-
ally conducted by others. See section
1233 and § 1.1233–1.

(7) Estates and trusts. Under section
543(a)(4) personal holding company in-
come includes amounts includible in
computing the taxable income of the
corporation under part I, subchapter J,
chapter 1 of the Code (relating to es-
tates, trusts, and beneficiaries); and
any gain derived by the corporation
from the sale or other disposition of
any interest in an estate or trust.

(8) Personal service contracts. (i) Under
section 543(a)(5) amounts received
under a contract under which the cor-
poration is to furnish personal services,
as well as amounts received from the
sale or other disposition of such con-
tract, shall be included as personal
holding company income if:

(a) Some person other than the cor-
poration has the right to designate (by
name or by description) the individual
who is to perform the services, or if the
individual who is to perform the serv-
ices is designated (by name or by de-
scription) in the contract; and

(b) At any time during the taxable
year 25 percent or more in value of the
outstanding stock of the corporation is
owned, directly or indirectly, by or for
the individual who has performed, is to
perform, or may be designated (by
name or by description) as the one to
perform, such services. For this pur-
pose, the amount of stock outstanding
and its value shall be determined in ac-
cordance with the rules set forth in the
last two sentences of paragraph (b) and
in paragraph (c) of § 1.542–3. It should be
noted that the stock ownership re-
quirement of section 543(a)(5) and this
subparagraph relates to the stock own-

ership at any time during the taxable
year. For rules relating to the deter-
mination of stock ownership, see sec-
tion 544 and §§ 1.544–1 through 1.544–7.

(ii) If the contract, in addition to re-
quiring the performance of services by
a 25-percent stockholder who is des-
ignated or who could be designated (as
specified in section 543(a)(5) and sub-
division (i) of this subparagraph), re-
quires the performance of services by
other persons which are important and
essential, then only that portion of the
amount received under such contract
which is attributable to the personal
services of the 25-percent stockholder
shall constitute personal holding com-
pany income. Incidental personal serv-
ices of other persons employed by the
corporation to facilitate the perform-
ance of the services by the 25-percent
stockholder, however, shall not con-
stitute important or essential services.
Under section 482 gross income, deduc-
tions, credits, or allowances between or
among organizations, trades, or busi-
nesses may be allocated if it is deter-
mined that allocation is necessary in
order to prevent evasion of taxes or
clearly to reflect the income of any
such organizations, trades, or busi-
nesses.

(iii) The application of section
543(a)(5) and this subparagraph may be
illustrated by the following examples:

Example 1. A, whose profession is that of an
actor, owns all of the outstanding capital
stock of the M Corporation. The M Corpora-
tion entered into a contract with A under
which A was to perform personal services for
the person or persons whom the M Corpora-
tion might designate, in consideration of
which A was to receive $10,000 a year from
the M Corporation. The M Corporation en-
tered into a contract with the O Corporation
in which A was designated to perform per-
sonal services for the O Corporation in con-
sideration of which the O Corporation was to
pay the M Corporation $500,000 a year. The
$500,000 received by the M Corporation from
the O Corporation constitutes personal hold-
ing company income.

Example 2. Assume the same facts as in ex-
ample 1, except that, in addition to A’s con-
tract with the M Corporation, B, whose pro-
fession is that of a dancer and C, whose pro-
fession is that of a singer, were also under
contract to the M Corporation to perform
personal services for the person or persons
whom the M Corporation might designate, in
consideration of which they were each to re-
ceive $25,000 a year from the M Corporation.
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Neither B nor C were stockholders of the M
Corporation. The contract entered into by
the MCorporation with the O Corporation, in
addition to designating that A was to per-
form personal services for the O Corporation,
designated that B and C were also to perform
personal services for the O Corporation. Al-
though the O Corporation particularly de-
sired the services of A for an entertainment
program it planned, it also desired the serv-
ices of B and C, who were prominent in their
fields, to provide a good supporting cast for
the program. The services of B and C re-
quired under the contract are determined to
be important and essential; therefore, only
that portion of the $500,000 received by the M
Corporation which is attributable to the per-
sonal services of A constitutes personal hold-
ing company income. The same result would
obtain although the dancer and the singer
required by the contract were not designated
by name but the contract gave the M Cor-
poration discretion to select and provide the
services of a singer and a dancer for the pro-
gram and such services were provided.

Example 3. The N Corporation is engaged in
engineering. Its entire outstanding capital
stock is owned by four individuals. The N
Corporation entered into a contract with the
R Corporation to perform engineering serv-
ices in consideration of which the R Corpora-
tion was to pay the N Corporation $50,000.
The individual who was to perform the serv-
ices was not designated (by name or by de-
scription) in the contract and no one but the
N Corporation had the right to designate (by
name or by description) such individual. The
$50,000 received by the N Corporation from
the R Corporation does not constitute per-
sonal holding company income.

(9) Compensation for use of property.
Under section 543(a)(6) amounts re-
ceived as compensation for the use of,
or right to use, property of the cor-
poration shall be included as personal
holding company income if, at any
time during the taxable year, 25 per-
cent or more in value of the out-
standing stock of the corporation is
owned, directly or indirectly, by or for
an individual entitled to the use of the
property. Thus, if a shareholder who
meets the stock ownership requirement
of section 543(a)(6) and this subpara-
graph uses, or has the right to use, a
yacht, residence, or other property
owned by the corporation, the com-
pensation to the corporation for such
use, or right to use, the property con-
stitutes personal holding company in-
come. This is true even though the
shareholder may acquire the use of, or
the right to use, the property by means

of a sublease or under any other ar-
rangement involving parties other than
the corporation and the shareholder.
However, if the personal holding com-
pany income of the corporation (after
excluding any such income described in
section 543(a)(6) and this subparagraph,
relating to compensation for use of
property, and after excluding any such
income described in section 543(a)(7)
and subparagraph (10) of this para-
graph, relating to rents) is not more
than 10 percent of its grossincome,
compensation for the use of property
shall not constitute personalholding
company income. For purposes of the
preceding sentence, in determining
whether personal holding company in-
come is more than 10 percent of gross
income, copyright royalties constitute
personal holding company income, re-
gardless of whether such copyright roy-
alties are excluded from personal hold-
ing company income under section
543(a)(9) and subparagraph (12)(ii) of
this paragraph. For purposes of apply-
ing section 543(a)(6) and this subpara-
graph, the amount of stock out-
standing and its value shall be deter-
mined in accordance with the rules set
forth in the last two sentences of para-
graph (b) and in paragraph (c) of § 1.542–
3. It should be noted that the stock
ownership requirement of section
543(a)(6) and this subparagraph relates
to the stock outstanding at any time
during the entire taxable year. For
rules relating to the determination of
stock ownership, see section 544 and
§§ 1.544–1 through 1.544–7.

(10) Rents (including interest consti-
tuting rents). Rents which are to be in-
cluded as personal holding company in-
come consist of compensation (however
designated) for the use, or right to use,
property of the corporation. The term
rents does not include amounts includ-
ible in personal holding company in-
come under section 543(a)(6) and sub-
paragraph (9) of this paragraph. The
amounts considered as rents include
charter fees, etc., for the use of, or the
right to use, property, as well as inter-
est on debts owed to the corporation
(to the extent such debts represent the
price for which real property held pri-
marily for sale to customers in the or-
dinary course of the corporation’s
trade or business was sold or exchanged

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00255 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



256

26 CFR Ch. I (4–1–01 Edition)§ 1.543–1

by the corporation). However, if the
amount of the rents includible under
section 543(a)(7) and this subparagraph
constitutes 50 percent or more of the
gross income of the corporation, such
rents shall not be considered to be per-
sonal holding company income.

(11) Mineral, oil, or gas royalties. (i)
The income from mineral, oil, or gas
royalties is to be included as personal
holding company income, unless (a) the
aggregate amount of such royalties
constitutes 50 percent or more of the
gross income of the corporation for the
taxable year and (b) the aggregate
amount of deductions allowable under
section 162 (other than compensation
for personal services rendered by the
shareholders of the corporation) equals
15 percent or more of the gross income
of the corporation for the taxable year.

(ii) The term mineral, oil, or gas royal-
ties means all royalties, including over-
riding royalties and, to the extent not
treated as loans under section 636, min-
eral production payments, received
from any interest in mineral, oil, or
gas properties. The term mineral in-
cludes those minerals which are in-
cluded within the meaning of the term
minerals in the regulations under sec-
tion 611.

(iii) The first sentence of subdivision
(ii) of this subparagraph shall apply to
overriding royalties received from the
sublessee by the operating company
which originally leased and developed
the natural resource property in re-
spect of which such overriding royal-
ties are paid, and to mineral, oil, or gas
production payments, only with re-
spect to amounts received after Sep-
tember 30, 1958.

(12) Copyright royalties—(i) In general.
The income from copyright royalties
constitutes, generally, personal hold-
ing company income. However, for tax-
able years beginning after December 31,
1959, those copyright royalties which
come within the definition of copyright
royalties in section 543(a)(9) and sub-
division (iv) of this subparagraph shall
be excluded from personal holding com-
pany income only if the conditions set
forth in subdivision (ii) of this subpara-
graph are satisfied.

(ii) Exclusion from personal holding
company income. For taxable years be-
ginning after December 31, 1959, copy-

right royalties (as defined in section
543(a)(9) and subdivision (iv) of this
subparagraph) shall be excluded from
personal holding company income only
if the conditions set forth in (a), (b),
and (c) of this subdivision are met.

(a) Such copyright royalties for the
taxable year must constitute 50 per-
cent or more of the corporation’s gross
income. For this purpose, copyright
royalties shall be computed by exclud-
ing royalties received for the use of, or
the right to use, copyrights or inter-
ests in copyrights in works created, in
whole or in part, by any person who, at
any time during the corporation’s tax-
able year, is a shareholder.

(b) Personal holding company income
for the taxable year must be 10 percent
or less of the corporation’s gross in-
come. For this purpose, personal hold-
ing company income shall be computed
by excluding (1) copyright royalties
(except that there shall be included
royalties received for the use of, or the
right to use, copyrights or interests in
copyrights in works created, in whole
or in part, by any shareholder owning,
at any time during the corporation’s
taxable year, more than 10 percent in
value of the outstanding stock of the
corporation), and (2) dividends from
any corporation in which the taxpayer
owns, on the date the taxpayer be-
comes entitled to the dividends, at
least 50 percent of all classes of stock
entitled to vote and at least 50 percent
of the total value of all classes of
stock, provided the corporation which
pays the dividends meets the require-
ments of subparagraphs (A), (B), and
(C) of section 543(a)(9).

(c) The aggregate amount of the de-
ductions allowable under section 162
must constitute 50 percent or more of
the corporation’s gross income for the
taxable year. For this purpose, the de-
ductions allowable under section 162
shall be computed by excluding deduc-
tions for compensation for personal
services rendered by, and deductions
for copyright and other royalties to,
shareholders of the corporation.

(iii) Determination of stock value and
stock ownership. For purposes of section
543(a)(9) and this subparagraph, the fol-
lowing rules shall apply:

(a) The amount and value of the out-
standing stock of a corporation shall
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be determined in accordance with the
rules set forth in the last two sen-
tences of paragraph (b) and in para-
graph (c) of § 1.542–3.

(b) The ownership of stock shall be
determined in accordance with the
rules set forth in section 544 and
§§ 1.544–1 through 1.544–7.

(c) Any person who is considered to
own stock within the meaning of sec-
tion 544 and §§ 1.544–1 through 1.544–7
shall be a shareholder.

(iv) Copyright royalties defined. For
purposes of section 543(a)(9) and this
subparagraph, the term copyright royal-
ties means compensation, however des-
ignated, for the use of, or the right to
use, copyrights in works protected by
copyright issued under title 17 of the
United States Code (other than by rea-
son of section 2 or 6 thereof), and to
which copyright protection is also ex-
tended by the laws of any foreign coun-
try as a result of any international
treaty, convention, or agreement to
which the United States is a signatory.
Thus, copyright royalties includes not
only royalties from sources within the
United States under protection of
United States laws relating to statu-
tory copyrights but also royalties from
sources within a foreign country with
respect to United States
statutorycopyrights protected in such
foreign country by any international
treaty, convention, or agreement to
which the United States is a signatory.
The term copyright royalties includes
compensation for the use of, or right to
use, an interest in any such copy-
righted works as well as payments
from any person for performing rights
in any such copyrighted works.

(v) Compensation which is rent. Sec-
tion 543(a)(9) and subdivisions (i)
through (iv) of this subparagraph shall
not apply to compensation which is
rent within the meaning of the second
sentence of section 543(a)(7).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6739, 29 FR 7713, June 17,
1964; T.D. 7261, 38 FR 5467, Mar. 1, 1973]

§ 1.543–2 Limitation on gross income
and personal holding company in-
come in transactions involving
stocks, securities, and commodities.

(a) Under section 543(b)(1) the gains
which are to be included in gross in-

come, and in personal holding company
income with respect to transactions de-
scribed in section 543(a)(2) and para-
graph (b)(5) of § 1.543–1, shall be the net
gains from the sale or exchange of
stock or securities. If there is an excess
of losses over gains from such trans-
actions, such excess (or net loss) shall
not be used to reduce gross income or
personal holding company income for
purposes of the personal holding com-
pany tax. Similarly, under section
543(b)(2) the gains which are to be in-
cluded in gross income, and in personal
holding company income with respect
to transactions described in section
543(a)(3) and paragraph (b)(6) of § 1.543–
1, shall be the net gains from com-
modity transactions which reflect per-
sonal holding company income. Any
excess of losses over gains from such
transactions (resulting in a net loss)
shall not be used to reduce gross in-
come or personal holding company in-
come. The capital loss carryover under
section 1212 shall not be taken into ac-
count.

(b) The application of section 543(b)
may be illustrated by the following ex-
amples:

Example 1. The P Corporation, not a reg-
ular dealer in stocks and securities, received
rentals of $250,000 for its property from a 25-
percent shareholder, and also had gains of
$50,000 during the taxable year from the sale
of stocks and securities. It also had losses on
the sale of stocks and securities in the
amount of $30,000. Accordingly, P Corpora-
tion had gross income during the taxable
year of $270,000 ($250,000 plus $20,000 net gain
from the sales of stocks and securities). It
had personal holding company income of
$20,000. (The rentals of $250,000 would not be
personal holding company income under sec-
tion 543(a)(6) since the personal holding com-
pany income of the corporation, $20,000 (after
excluding any such income described in sec-
tion 543(a)(6)), is not more than 10 percent of
its gross income.)

Example 2. The R Corporation, not a reg-
ular dealer in stocks or securities, realized
total gains during the taxable year of
$900,000 from commodity futures trans-
actions and $200,000 from the sales of stocks
and securities. It also sustained total losses
of $1,000,000 on such commodity futures
transactions, resulting in a net gain for the
taxable year or $100,000. None of the com-
modity futures transactions are hedging or
other types of futures transactions excluded
from the application of section 543(a)(3). No
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part of the loss on commodity futures trans-
actions is to be taken into account in deter-
mining personal holding company income
and gross income for personal holding com-
pany tax purposes for the taxable year. The
full amount of the $200,000 in gains from the
sales of stocks and securities is to be in-
cluded in personal holding company income
and in gross income for personal holding
company tax purposes for the taxable year.

§ 1.544–1 Constructive ownership.
(a) Rules relating to the constructive

ownership of stock are provided by sec-
tion 544 for the purpose of determining
whether the stock ownership require-
ments of the following sections are sat-
isfied:

(1) Section 542(a)(2), relating to own-
ership of stock by five or fewer individ-
uals.

(2) Section 543(a)(5), relating to per-
sonal holding company income derived
from personal service contracts.

(3) Section 543(a)(6), relating to per-
sonal holding company income derived
from property used by shareholders.

(4) Section 543(a)(9), relating to per-
sonal holding company income derived
from copyright royalties.

(b) Section 544 provides four general
rules with respect to constructive own-
ership. These rules are:

(1) Constructive ownership by reason
of indirect ownership. See section
544(a)(1) and § 1.544–2.

(2) Constructive ownership by reason
of family and partnership ownership.
See section 544(a) (2), (4), (5), and (6),
and §§ 1.544–3, 1.544–6, and 1.544–7.

(3) Constructive ownership by reason
of ownership of options. See section
544(a) (3), (4), (5), and (6), and §§ 1.544–4,
1.544–6, and 1.544–7.

(4) Constructive ownership by reason
of ownership of convertible securities.
See section 544(b) and § 1.544–5.
Each of the rules referred to in sub-
paragraphs (2), (3), and (4) of this para-
graph is applicable only if it has the ef-
fect of satisfying the stock ownership
requirement of the section to which ap-
plicable; that is, when applied to sec-
tion 542(a)(2), its effect is to make the
corporation a personal holding com-
pany, or when applied to section

543(a)(5), section 543(a)(6), or section
543(a)(9), its effect is to make the
amounts described in such provisions
includible as personal holding company
income.

(c) All forms and classes of stock,
however denominated, which represent
the interests of shareholders, members,
or beneficiaries in the corporation
shall be taken into consideration in ap-
plying the constructive ownership
rules of section 544.

(d) For rules applicable in treating
constructive ownership, determined by
one application of section 544, as actual
ownership for purposes of a second ap-
plication of section 544, see section
544(a)(5) and § 1.544–6.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6739, 29 FR 7715, June 17,
1964]

§ 1.544–2 Constructive ownership by
reason of indirect ownership.

The following example illustrates the
application of section 544(a)(1), relating
to constructive ownership by reason of
indirect ownership:

Example. A and B, two individuals, are the
exclusive and equal beneficiaries of a trust
or estate which owns the entire capital stock
of the M Corporation. The M Corporation in
turn owns the entire capital stock of the N
Corporation. Under such circumstances the
entire capital stock of both the M Corpora-
tion and the N Corporation shall be consid-
ered as being owned equally by A and B as
the individuals owning the beneficial inter-
est therein.

§ 1.544–3 Constructive ownership by
reason of family and partnership
ownership.

(a) The following example illustrates
the application of section 544(a)(2), re-
lating to constructive ownership by
reason of family and partnership own-
ership.

Example. The M Corporation at some time
during the last half of the taxable year, had
1,800 shares of outstanding stock, 450 of
which were held by various individuals hav-
ing no relationship to one another and none
of whom were partners, and the remaining
1,350 were held by 51 shareholders as follows:

Relationships Shares Shares Shares Shares Shares

An individual .............................................. (A)100 (B)20 (C)20 (D)20 (E)20
His father ................................................... (AF)10 (BF)10 (CF)10 (DF)10 (EF)10
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Relationships Shares Shares Shares Shares Shares

His wife ...................................................... (AW)10 (BW)40 (CW)40 (DW)40 (EW)40
His brother ................................................. (AB)10 (BB)10 (CB)10 (DB)10 (EB)10
His son ...................................................... (AS)10 (BS)40 (CS)40 (DS)40 (ES)40
His daughter by former marriage (son’s.

half-sister) ....................................... (ASHS)10 (BSHS)40 (CSHS)40 (DSHS)40 (ESHS)40
His brother’s wife ...................................... (ABW)10 (BBW)10 (CBW)10 (DBW)160 (EBW)10
His wife’s father ......................................... (AWF)10 (BWF)10 (CWF)110 (DWF)10 (EWF)10
His wife’s brother ...................................... (AWB)10 (BWB)10 (CWB)10 (DWB)10 (EWB)10
His wife’s brother’s wife ............................ (AWBW)10 (BWBW)10 (CWBW)10 (DWBW)10 (EWBW)110
Individual’s partner .................................... (AP)10 ........................ ........................ ........................ ........................

By applying the statutory rule provided in
section 544(a)(2) five individuals own more
than 50 percent of the outstanding stock as
follows:
A (including AF, AW, AB, AS, ASHS, AP) .................. 160
B (including BF, BW, BB, BS, BSHS) ......................... 160
CW (including C, CS, CWF, CWB) ............................. 220
DB (including D, DF, DBW) ......................................... 200
EWB (including EW, EWF, EWBW) ............................ 170

Total, or more than 50 percent ..................... 910

Individual A represents the obvious case
where the head of the family owns the bulk
of the family stock and naturally is the head
of the group. A’s partner owns 10 shares of
the stock. Individual B represents the case
where he is still head of the group because of
the ownership of stock by his immediate
family. Individuals C and D represent cases
where the individuals fall in groups headed
in C’s case by his wife and in D’s case by his
brother because of the preponderance of
holdings on the part of relatives by mar-
riage. Individual E represents the case where
the preponderant holdings of others elimi-
nate that individual from the group.

(b) For the restriction on the applica-
bility of the family and partnership
ownership rules of this section, see
paragraph (b) of § 1.544–1. For rules re-
lating to constructive ownership as ac-
tual ownership, see § 1.544–6.

§ 1.544–4 Options.
The shares of stock which may be ac-

quired by reason of an option shall be
considered to be constructively owned
by the individual having the option to
acquire such stock. For example: If C,
an individual, on March 1, 1955, pur-
chases an option, or otherwise comes
into possession of an option, to acquire
100 shares of the capital stock of M
Corporation, such 100 shares of stock
shall be considered to be constructively
owned by C as if C had actually ac-
quired the stock on that date. If C has
an option on an option (or one of a se-
ries of options) to acquire such stock,
he shall also be considered to have con-

structive ownership of the stock which
may be acquired by reason of the op-
tion (or the series of options). Under
such circumstances, C shall be consid-
ered to have acquired constructive
ownership of the stock on the date he
acquired his option. For the restriction
on the applicability of the rule of this
section, see paragraph (b) of § 1.544–1.

§ 1.544–5 Convertible securities.

Under section 544(b) outstanding se-
curities of a corporation such as bonds,
debentures, or other corporate obliga-
tions, convertible into stock of the cor-
poration (whether or not convertible
during the taxable year) shall be con-
sidered as outstanding stock of the cor-
poration. The consideration of convert-
ible securities as outstanding stock is
subject to the exception that, if some
of the outstanding securities are con-
vertible only after a later date than in
the case of others, the class having the
earlier conversion date may be consid-
ered as outstanding stock although the
others are not so considered, but no
convertible securities shall be consid-
ered as outstanding stock unless all
outstanding securities having a prior
conversion date are also so considered.
For example, if outstanding securities
are convertible in 1954, 1955 and 1956,
those convertible in 1954 can be prop-
erly considered as outstanding stock
without so considering those convert-
ible in 1955 or 1956, and those convert-
ible in 1954 and 1955 can be properly
considered as outstanding stock with-
out so considering those convertible in
1956. However, the securities convert-
ible in 1955 could not be properly con-
sidered as outstanding stock without
so considering those convertible in 1954
and the securities convertible in 1956
could not be properly considered as
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outstanding stock without so consid-
ering those convertible in 1954 and 1955.
For the restriction on the applicability
of the rule of this section, see para-
graph (b) of § 1.544–1.

§ 1.544–6 Constructive ownership as
actual ownership.

(a) General rules. (1) Stock construc-
tively owned by a person by reason of
the application of the rule provided in
section 544(a)(1), relating to stock not
owned by an individual, shall be con-
sidered as actually owned by such per-
son for the purpose of again applying
such rule or of applying the family and
partnership rule provided in section
544(a)(2), in order to make another per-
son the constructive owner of such
stock, and

(2) Stock constructively owned by a
person by reason of the application of
the option rule provided in section
544(a)(3) shall be considered as actually
owned by such person for the purpose
of applying either the rule provided in
section 544(a)(1), relating to stock not
owned by an individual, or the family
and partnership rule provided in sec-
tion 544(a)(2) in order to make another
person the constructive owner of such
stock, but

(3) Stock constructively owned by an
individual by reason of the application
of the family and partnership rule pro-
vided in section 544(a)(2) shall not be
considered as actually owned by such
individual for the purpose of again ap-
plying such rule in order to make an-
other individual the constructive
owner of such stock.

(b) Examples. The application of this
section may be illustrated by the fol-
lowing examples:

Example 1. A’s wife, AW, owns all the stock
of the M Corporation, which in turn owns all
the stock of the O Corporation. The O Cor-
poration in turn owns all the stock of the P
Corporation. Under the rule provided in sec-
tion 544(a)(1), relating to stock not owned by
an individual, the stock in the P Corporation
owned by the O Corporation is considered to
be owned constructively by the M Corpora-
tion, the sole shareholder of the O Corpora-
tion. Such constructive ownership of the
stock of the M Corporation is considered as
actual ownership for the purpose of again ap-
plying such rule in order to make AW, the
sole shareholder of the M Corporation, the
constructive owner of the stock of the P Cor-
poration. Similarly, the constructive owner-

ship of the stock by AW is considered as ac-
tual ownership for the purpose of applying
the family and partnership rule provided in
section 544(a)(2) in order to make A the con-
structive owner of the stock of the P Cor-
poration, if such application is necessary for
any of the purposes set forth in paragraph (b)
of § 1.544–1. But the stock thus constructively
owned by A may not be considered as actual
ownership for the purpose of again applying
the family and partnership rule in order to
make another member of A’s family, for ex-
ample, A’s father, the constructive owner of
the stock of the P Corporation.

Example 2. B, an individual, owns all the
stock of the R Corporation which has an op-
tion to acquire all the stock of the S Cor-
poration, owned by C, an individual, who is
not related to B. Under the option rule pro-
vided in section 544(a)(3) the R Corporation
may be considered as owning constructively
the stock of the S Corporation owned by C.
Such constructive ownership of the stock by
the R Corporation is considered as actual
ownership for the purpose of applying the
rule provided in section 544(a)(1), relating to
stock not owned by an individual, in order to
make B, the sole shareholder of the R Cor-
poration, the constructive owner of the
stock of the S Corporation. The stock thus
constructively owned by B by reason of the
application of the rule provided in section
544(a)(1) likewise is considered as actual
ownership for the purpose, if necessary, of
applying the family and partnership rule
provided in section 544(a)(2), in order to
make another member of B’s family, for ex-
ample, B’s wife, BW, the constructive owner
of the stock of the S Corporation. However,
the family and partnership rule could not
again be applied so as to make still another
individual the constructive owner of the
stock of the S Corporation, that is, the stock
constructively owned by BW could not be
considered as actually owned by her in order
to make BW’s father the constructive owner
of such stock by a second application of the
family and partnership rule.

§ 1.544–7 Option rule in lieu of family
and partnership rule.

(a) If, in determining the ownership
of stock, such stock may be considered
as constructively owned by an indi-
vidual by an application of either the
family and partnership rule (section
544(a)(2)) or the option rule (section
544(a)(3)), such stock shall be consid-
ered as owned constructively by the in-
dividual by reason of the application of
the option rule.

(b) The application of this section
may be illustrated by the following ex-
ample:
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Example. Two brothers, A and B, each own
10 percent of the stock of the M Corporation,
and A’s wife, AW, also owns 10 percent of the
stock of such corporation. AW’s husband, A,
has an option to acquire the stock owned by
her at any time. It becomes necessary, for
one of the purposes stated in section
544(a)(4), to determine the stock ownership of
B in the M Corporation. If the family and
partnership rule were the only rule that ap-
plied in the case, B would be considered,
under that rule, as owning 20 percent of the
stock of the M Corporation, namely, his own
stock plus the stock owned by his brother. In
that event, B could not be considered as own-
ing the stock held by AW since (1) AW is not
a member of B’s family and (2) the construc-
tive ownership of such stock by A through
the application of the family and partnership
rule in his case is not considered as actual
ownership so as to make B the constructive
owner by a second application of the same
rule with respect to the ownership of the
stock. However, there is more than the fam-
ily and partnership rule involved in this ex-
ample. As the holder of an option upon the
stock, A may be considered the constructive
owner of his wife’s stock by the application
of the option rule and without reference to
the family relationship between A and AW. If
A is considered as owning the stock of his
wife by application of the option rule, then
such constructive ownership by A is regarded
as actual ownership for the purpose of apply-
ing the family and partnership rule so as to
make another member of A’s family, for ex-
ample, B, the constructive owner of the
stock. Hence, since A may be considered as
owning his wife’s stock by applying either
the family-partnership rule or the option
rule, the provisions of section 544(a)(6) apply
and accordingly A must be considered the
constructive owner of his wife’s stock under
the option rule rather than the family-part-
nership rule. B thus becomes the construc-
tive owner of 30 percent of the stock of the
M corporation, namely, his own 10 percent,
A’s 10 percent, and AW’s 10 percent construc-
tively owned by A as the holder of an option
on the stock.

§ 1.545–1 Definition.

(a) Undistributed personal holding
company income is the amount which
is subject to the personal holding com-
pany tax imposed under section 541.
Undistributed personal holding com-
pany income is the taxable income of
the corporation adjusted in the manner
described in section 545(b) and § 1.545–2,
and section 545(c) and § 1.545–3, less the
deduction for dividends paid. See part
IV (section 561 and following), sub-
chapter G, chapter 1 of the Code, and

the regulations thereunder, relating to
the dividends paid deduction.

(b) For purposes of the imposition of
the personal holding company tax on a
foreign corporation, resident or non-
resident, which files or causes to be
filed a return, the undistributed per-
sonal holding company income shall be
computed on the basis of the taxable
income from sources within the United
States, and such income shall be ad-
justed in accordance with the prin-
ciples of section 545(b) and § 1.545–2, and
section 545(c) and § 1.545–3. For purposes
of the imposition of such tax on a for-
eign corporation, resident or non-
resident, which files no return, the un-
distributed personal holding company
income shall be computed on the basis
of the gross income from sources with-
in the United States without allowance
of any deductions. For purposes of this
paragraph, a nonresident foreign cor-
poration will be considered to have
filed a return for any taxable year end-
ing before September 9, 1958, if the re-
turn for any such taxable year is filed
on or before February 5, 1960.

[T.D. 6949, 33 FR 5525, Apr. 9, 1968]

§ 1.545–2 Adjustments to taxable in-
come.

(a) Taxes—(1) General rule. (i) In com-
puting undistributed personal holding
company income for any taxable year,
there shall be allowed as a deduction
the amount by which Federal income
and excess profits taxes accrued during
the taxable year exceed the credit pro-
vided by section 33 (relating to taxes of
foreign countries and possessions of the
United States), and the income, war
profits, and excess profits taxes of for-
eign countries and possessions of the
United States accrued during the tax-
able year (to the extent provided by
subparagraph (3) of this paragraph), ex-
cept that no deduction shall be allowed
for (a) the accumulated earnings tax
imposed by section 531 (or a cor-
responding section of a prior law), (b)
the personal holding company tax im-
posed by section 541 (or a cor-
responding section of a prior law), and
(c) the excess profits tax imposed by
subchapter E, chapter 2 of the Internal
Revenue Code of 1939, for taxable years
beginning after December 31, 1940. The
deduction is for taxes for the taxable
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year, determined under the accrual
method of accounting, regardless of
whether the corporation uses an ac-
crual method of accounting, the cash
receipts and disbursement method, or
any other allowable method of ac-
counting. In computing the amount of
taxes accrued, an unpaid tax which is
being contested is not considered ac-
crued until the contest is resolved.

(ii) However, the taxpayer shall de-
duct taxes paid, rather than taxes ac-
crued, if it used that method with re-
spect to Federal taxes for each taxable
year for which it was subject to the tax
imposed by section 500 of the Internal
Revenue Code of 1939, unless an elec-
tion is made under subparagraph (2) of
this paragraph to deduct taxes accrued.

(2) Election by taxpayer which deducted
taxes paid. (i) If the corporation was
subject to the personal holding com-
pany tax imposed by section 500 of the
Internal Revenue Code of 1939 and, for
the purpose of that tax, deducted Fed-
eral taxes paid rather than such taxes
accrued for each taxable year for which
it was subject to such taxes, the cor-
poration may elect for any taxable
year ending after June 30, 1954, to de-
duct taxes accrued, including taxes of
foreign countries and possessions of the
United States, rather than taxes paid,
for the purposes of the tax imposed by
section 541 of the Internal Revenue
Code of 1954. The election shall be made
by deducting such taxes accrued on
Schedule PH, Form 1120, to be filed
with the return. The schedule shall, in
addition, contain a statement that the
corporation has made such election and
shall set forth the year to which such
election was first applicable. The de-
duction of taxes accrued in the year of
election precludes the deduction of
taxes paid during such year. The elec-
tion, if made, shall be irrevocable and
the deduction for taxes accrued shall
be allowed for the year of election and
for all subsequent taxable years.

(ii) Pursuant to section 7851(a)(1)(C),
the election provided for in subdivision
(i) of this subparagraph may be made
with respect to a taxable year ending
after June 30, 1954, even though such
taxable year is subject to the Internal
Revenue Code of 1939.

(3) Taxes of foreign countries and
United States possessions. In deter-

mining undistributed personal holding
company income for any taxable year,
if the taxpayer chooses the benefits of
section 901 for such taxable year, a de-
duction shall be allowed for:

(i) The income, war profits, and ex-
cess profits taxes imposed by foreign
countries or possessions of the United
States and accrued (or paid, if required
under subparagraph (1)(ii) of this para-
graph) during such taxable year, and

(ii) In the case of a domestic corpora-
tion, the foreign income taxes deemed
to be paid for such taxable year under
section 902(a) in accordance with
§§ 1.902–1 and 1.902–2 or section 960(a)(1)
in accordance with § 1.960–7.
In no event shall the amount under
subdivision (ii) of this subparagraph ex-
ceed the amount includible in gross in-
come with respect to such taxes under
section 78 and § 1.78–1. The credit for
such taxes provided by section 901 shall
not be allowed against the personal
holding company tax imposed by sec-
tion 541. See section 901(a).

(b) Charitable contributions—(1) Tax-
able years beginning before January 1,
1970. (i) Section 545(b)(2) provides that,
in computing the deduction for chari-
table contributions for purposes of de-
termining undistributed personal hold-
ing company income of a corporation
for taxable years beginning before Jan-
uary 1, 1970, the limitations in section
170(b)(1) (A) and (B), relating to chari-
table contributions by individuals,
shall apply and section 170(b) (2) and
(5), relating to charitable contributions
by corporations and carryover of cer-
tain excess charitable contributions
made by individuals, respectively, shall
not apply.

(ii) Although the limitations of sec-
tion 170(b)(1) (A) and (B) are 10 and 20
percent, respectively, of the individ-
ual’s adjusted gross income, the limita-
tions are applied for purposes of sec-
tion 545(b)(2) by using 10 and 20 per-
cent, respectively, of the corporation’s
taxable income as adjusted for pur-
poses of section 170(b)(2), that is, the
same amount of taxable income to
which the 5-percent limitation applied.
Thus, the term adjusted gross income
when used in section 170(b)(1) means
the corporation’s taxable income com-
puted with the adjustments, other than
the 5-percent limitation, provided in
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the first sentence of section 170(b)(2).
However, a further adjustment for this
purpose is that the taxable income
shall also be computed without the de-
duction of the amount disallowed
under section 545(b)(8), relating to ex-
penses and depreciation applicable to
property of the taxpayer. The carry-
over of charitable contributions made
in a prior year, otherwise allowable as
a deduction in computing taxable in-
come to the extent provided in section
170(b)(2) and, with respect to contribu-
tions paid in taxable years beginning
after December 31, 1963, in section
170(b)(5), shall not be allowed as a de-
duction in computing undistributed
personal holding company income for
any taxable year.

(iii) See § 1.170–2 with respect to the
charitable contributions to which the
10-percent limitation is applicable and
the charitable contributions to which
the 20-percent limitation is applicable.

(2) Taxable years beginning after De-
cember 31, 1969. (i) Section 545(b)(2) pro-
vides that, in computing the deduction
allowable for charitable contributions
for purposes of determining undistrib-
uted personal holding company income
of a corporation for taxable years be-
ginning after December 31, 1969, the
limitations in section 170(b)(1) (A), (B),
and (D)(i) (relating to charitable con-
tributions by individuals) shall apply,
and section 170(b)(1)(D)(ii) (relating to
excess charitable contributions by in-
dividuals of certain capital gain prop-
erty, section 170(b)(2) (relating to the 5-
percent limitation on charitable con-
tributions by corporations), and sec-
tion 170(d) (relating to carryovers of
excess contributions of individuals and
corporations) shall not apply.

(ii) Although the limitations of sec-
tion 170(b)(1) (A), (B), and (D)(i) are 50,
20, and 30 percent, respectively, of an
individual’s contribution base, these
limitations are applied for purposes of
section 545(b)(2) by using 50, 20, and 30
percent, respectively, of the corpora-
tion’s taxable income as adjusted for
purposes of section 170(b)(2), that is,
the same amount of taxable income to
which the 5-percent limitation applies.
Thus, the term contribution base when
used in section 170(b)(1) means the cor-
poration’s taxable income computed
with the adjustments, other than the 5-

percent limitation, provided in section
170(b)(2). However, a further adjust-
ment for this purpose is that the tax-
able income shall also be computed
without the deduction of the amount
disallowed under section 545(b)(8), re-
lating to expenses and depreciation ap-
plicable to property of the taxpayer.
The carryover of charitable contribu-
tions made in a prior year, otherwise
allowable as a deduction in computing
taxable income to the extent provided
in section 170(b)(1)(D)(ii) and (d), shall
not be allowed as a deduction in com-
puting undistributed personal holding
company income for any taxable year.

(iii) See § 1.170A–8 for the rules with
respect to the charitable contributions
to which the 50-, 20-, and 30-percent
limitations apply.

(c) Special deductions disallowed. Part
VIII, subchapter B, chapter 1 of the
Code, allows corporations, in com-
puting taxable income, special deduc-
tions for such matters as partially tax-
exempt interest, certain dividends re-
ceived, dividends paid on certain pre-
ferred stock of public utilities, organi-
zational expenses, etc. See section 241.
Such special deductions, except the de-
duction provided by section 248 (relat-
ing to organizational expenses) shall be
disallowed in computing undistributed
personal holding company income.

(d) Net operating loss. The net oper-
ating loss deduction provided in sec-
tion 172 is not allowed for purposes of
the computation of undistributed per-
sonal holding company income. For
purposes of such a computation, how-
ever, there is allowed as a deduction
the amount of the net operating loss
(as defined in section 172(c)) for the
preceding taxable year, except that, in
computing undistributed personal hold-
ing company income for a taxable year
beginning after December 31, 1957, the
amount of such net operating loss shall
be computed without the deductions
provided in part VIII (section 241 and
following, except section 248), sub-
chapter B, chapter 1 of the Code.

(e) Long-term capital gains. (1) There
is allowed as a deduction the excess of
the net long-term capital gain for the
taxable year over the net short-term
capital loss for such year, minus the
taxes attributable to such excess, as
provided in section 545(b)(5).
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(2) Section 631(c) (relating to gain or
loss in the case of disposal of coal or
domestic iron ore) shall have no appli-
cation.

(f) Bank affiliates. There is allowed
the deduction provided by section 601
in the case of bank affiliates (as de-
fined in section 2 of the Banking Act of
1933; 12 U.S.C. 221a (c)).

(g) Payment of indebtedness incurred
prior to January 1, 1934—(1) General rule.
In computing undistributed personal
holding company income, section
545(b)(7) provides that there shall be al-
lowed as a deduction amounts used or
irrevocably set aside to pay or to retire
indebtedness of any kind incurred be-
fore January 1, 1934, if such amounts
are reasonable with reference to the
size and terms of such indebtedness.
See § 1.545–3 for the deduction in com-
puting undistributed personal holding
company income of amounts used or ir-
revocably set aside to pay or retire
qualified indebtedness (as defined in
paragraph (d) of § 1.545–3).

(2) Indebtedness. The term indebted-
ness means an obligation absolute and
not contingent, to pay on demand or
within a given time, in cash or other
medium, a fixed amount. The term in-
debtedness does not include the obliga-
tion of a corporation on its capital
stock. The indebtedness must have
been incurred (or, if incurred by as-
sumption, assumed) by the taxpayer
before January 1, 1934. An indebtedness
evidenced by bonds, notes, or other ob-
ligations issued by a corporation is or-
dinarily incurred as of the date such
obligations are issued and the amount
of such indebtedness is the amount rep-
resented by the face value of the obli-
gations. In the case of refunding, re-
newal, or other change in the form of
an indebtedness, the giving of a new
promise to pay by the taxpayer will
not have the effect of changing the
date the indebtedness was incurred.

(3) Amounts used or irrevocably set
aside. The deduction is allowable, in
any taxable year, only for amounts
used or irrevocably set aside in that
year. The use or irrevocable setting
aside must be to effect the extinguish-
ment or discharge of indebtedness. In
the case of refunding, renewal, or other
change in the form of an indebtedness,
the mere giving of a new promise to

pay by the taxpayer will not result in
an allowable deduction. If amounts are
set aside in one year, no deduction is
allowable for such amounts for a later
year in which actually paid. As long as
all other conditions are satisfied, the
aggregate amount allowable as a de-
duction for any taxable year includes
all amounts (from whatever source)
used and all amounts (from whatever
source) irrevocably set aside, irrespec-
tive of whether in cash or other me-
dium. Double deductions shall not be
allowed.

(4) Reasonableness of the amounts with
reference to the size and terms of the in-
debtedness. (i) The reasonableness of
the amounts used or irrevocably set
aside must be determined by reference
to the size and terms of the particular
indebtedness. Hence, all the facts and
circumstances with respect to the na-
ture, scope, conditions, amount, matu-
rity, and other terms of the particular
indebtedness must be shown in each
case.

(ii) Ordinarily an amount used to pay
or retire an indebtedness, in whole or
in part, at or prior to the maturity and
in accordance with the terms thereof
will be considered reasonable, and may
be allowable as a deduction for the
year in which so used. However, if an
amount has been set aside in a prior
year for payment or retirement of the
same indebtedness, the amount so set
aside shall not be allowed as a deduc-
tion in the year of the payment.

(iii) All amounts irrevocably set
aside for the payment or retirement of
an indebtedness in accordance with and
pursuant to the terms of the obliga-
tion, for example, the annual contribu-
tion to trustees required by the provi-
sions of a mandatory sinking fund
agreement, will be considered as com-
plying with the requirement of reason-
ableness. To be considered reasonable,
it is not necessary that the plan of re-
tirement provide for a retroactive set-
ting aside of amounts for years prior to
that in which the plan is adopted. How-
ever, if a voluntary plan was adopted
before 1934, no adjustment is allowable
in respect of the amounts set aside in
the years prior to 1934.

(5) Burden of proof. The burden of
proof will rest upon the taxpayer to
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sustain the deduction claimed. There-
fore, the taxpayer must furnish the in-
formation required by the return, and
such other information as the district
director may require in substantiation
of the deduction claimed.

(6) Allowance to a successor corpora-
tion. For allowance of deduction for
pre-1934 indebtedness to a successor
corporation, see section 381(c)(15).

(h) Expenses and depreciation applica-
ble to property of the taxpayer. (1) In
computing undistributed personal hold-
ing company income in the case of a
personal holding company which owns
or operates property, section 545(b)(8)
provides a specific limitation with re-
spect to the allowance of deductions
for trade or business expenses and de-
preciation allocable to the operation or
maintenance of such property. Under
this limitation, these deductions shall
not be allowed in an amount in excess
of the aggregate amount of the rent or
other compensation received for the
use of, or the right to use, the prop-
erty, unless it is established to the sat-
isfaction of the Commissioner:

(i) That the rent or other compensa-
tion received was the highest obtain-
able, or if none was received, that none
was obtainable;

(ii) That the property was held in the
course of a business carried on bona
fide for profit; and

(iii) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or
that the property was necessary to the
conduct of the business.

(2) The burden of proof will rest upon
the taxpayer to sustain the deduction
claimed. If, in computing undistributed
personal holding company income, a
personal holding company claims de-
ductions for expenses and depreciation
allocable to the operation and mainte-
nance of property owned or operated by
the company, in an aggregate amount
in excess of the rent or other com-
pensation received for the use of, or the
right to use, the property, it shall at-
tach to its income tax return a state-
ment setting forth its claim for allow-
ance of the additional deductions, to-
gether with a complete statement of
the facts and circumstances pertinent
to its claim and the arguments on

which it relies. Such statement shall
set forth:

(i) A description of the property;
(ii) The cost or other basis to the cor-

poration and the nature and value of
the consideration paid for the property;

(iii) The name and address of the per-
son from whom the property was ac-
quired and the date the property was
acquired;

(iv) The name and address of the per-
son to whom the property is leased or
rented, or the person permitted to use
the property, and the number of shares
of stock, if any, held by such person
and the members of his family;

(v) The nature and gross amount of
the rent or other compensation re-
ceived for the use of, or the right to
use, the property during the taxable
year and for each of the five preceding
years and the amount of the expenses
incurred with respect to, and the depre-
ciation sustained on, the property for
such years;

(vi) Evidence that the rent or other
compensation was the highest obtain-
able or, if none was received, a state-
ment of the reasons therefore;

(vii) A copy of the contract, lease or
rental agreement;

(viii) The purpose for which the prop-
erty was used;

(ix) The business, carried on by the
corporation, with respect to which the
property was held and the gross in-
come, expenses, and taxable income de-
rived from the conduct of such business
for the taxable year and for each of the
five preceding years;

(x) A statement of any reasons which
existed for expectation that the oper-
ation of the property would be profit-
able, or a statement of the necessity
for the use of the property in the busi-
ness of the corporation, and the rea-
sons why the property was acquired;
and

(xi) Any other information pertinent
to the taxpayer’s claim.

(i) Amount of a lien in favor of the
United States. (1) If notices of lien are
filed in the manner provided in section
6323(f), the amount of the liability to
the United States outstanding at the
close of the taxable year, and secured
by such liens which are in effect at
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that time, shall be allowed as a deduc-
tion in computing undistributed per-
sonal holding company income. How-
ever, the amount of such deduction
which may be allowed for any taxable
year shall not exceed the taxable in-
come (as adjusted for purposes of deter-
mining the undistributed personal
holding company income, but without
regard to the deduction under section
545(b)(9)) for such year. The fact that
the amount of, or any part of, the out-
standing obligation to the United
States was deducted for one taxable
year does not prevent its deduction for
a subsequent taxable year to the extent
the obligation is still outstanding at
the close of the subsequent taxable
year and is secured by a lien, notice of
which has been filed.

(2) Subparagraph (1) of this para-
graph may be illustrated by the fol-
lowing example:

Example. If the taxpayer (on the calendar
year basis) is subject to a lien (notice of
which has been properly filed) in the amount
of $500,000 at the close of the calendar year
1954 and has taxable income of $400,000 for
such taxable year, the deduction allowable
by reason of the lien for the calendar year
1954 is $400,000. If, at the close of the taxable
year ended December 31, 1955, the taxpayer is
still subject to the same lien of $500,000 and
it has taxable income of $450,000, a deduction
is allowed by reason of such lien in the
amount of $450,000.

(3) When the obligation secured by
the lien in favor of the United States
has been satisfied or released, the sum
of the amounts which have been al-
lowed as deductions under section
545(b)(9) in respect of such obligation
shall be restored to taxable income for
the year in which such lien is satisfied
or released. If only a part of the obliga-
tion secured by the lien has been satis-
fied, the sum of the amounts which
have been allowed as deductions under
section 545(b)(9) in respect of such part
shall be included in taxable income for

the year of the satisfaction for the pur-
pose of determining undistributed per-
sonal holding company income. It
should be noted, however, that only the
sum of the amounts which have been
allowed as deductions under section
545(b)(9) and subparagraph (1) of this
paragraph shall be included in taxable
income. Thus, any amounts which were
allowed as deductions under section
504(e) of the Internal Revenue Code of
1939 shall not be included as taxable in-
come for any taxable year under sec-
tion 545(b)(9) and subparagraph (1) of
this paragraph.

(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:

Example. Assume the same facts as in the
example in subparagraph (2) of this para-
graph, and assume further that the corpora-
tion has $100,000 taxable income both for 1956
(before including the $400,000 described
below) and for 1957. In 1956, the corporation
pays $200,000 of the obligation, thereby re-
ducing its liability from $500,000 to $300,000.
In such case, $400,000 is included in taxable
income in computing its undistributed per-
sonal holding company income for 1956, that
is, the sum of the $200,000 deduction for 1954
and the $200,000 deduction for 1955 in respect
of the liability which is paid in 1956. In 1957,
property of the corporation is discharged
from the lien by reason of the fact that the
value of the remaining property of the cor-
poration exceeds double the outstanding li-
ability. (See section 6325(b)(1).) Since this
was not a release or satisfaction of the lien,
no amount is added to taxable income for
1957 with respect to the property discharged
from the lien. In 1958, the remaining prop-
erty is released from the lien by reason of a
bond being accepted under section 6325(a)(2).
There is added to taxable income in com-
puting undistributed personal holding com-
pany income for 1958, $850,000, that is, the
sum of the deductions allowed for 1954, 1955,
1956, and 1957 in respect of the $300,000 liabil-
ity, the lien for which was released in 1958.
This amount of $850,000, is computed as fol-
lows:

Year
Out-

standing li-
ability

Taxable in-
come

Deduction
as limited
by taxable

income

Amount at-
tributable

to part
payment of
$200,000
in 1956

Amount at-
tributable
to release
of lien in

1958

1954 ........................................................................................ $500,000 $400,000 $400,000 $200,000 $200,000
1955 ........................................................................................ 500,000 450,000 450,000 200,000 250,000
1956 ........................................................................................ 300,000 500,000 300,000 .................. 300,000
1957 ........................................................................................ 300,000 100,000 100,000 .................. 100,000
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Year
Out-

standing li-
ability

Taxable in-
come

Deduction
as limited
by taxable

income

Amount at-
tributable

to part
payment of
$200,000
in 1956

Amount at-
tributable
to release
of lien in

1958

Total .......................................................................... .................. .................. .................. .................. 850,000

(5)(i) If an amount has been included
in undistributed personal holding com-
pany income of the personal holding
company by reason of section 545(b)(9),
any shareholder of the company may
elect to compute his income tax with
respect to such of his dividends as are
attributable to such amount as though
such dividends were received ratably
over the period the lien was in effect.

(ii) For purposes of section 545(b)(9),
the dividends paid during the taxable
year of the personal holding company
(computed as of the close of such year)
shall be deemed attributable first to
undistributed personal holding com-
pany income by reason of section
545(b)(9) (computed as of the close of
the taxable year of the personal hold-
ing company). If the period over which
the lien was in effect consists of sev-
eral taxable years of the personal hold-
ing company, the dividend deemed re-
ceived for any taxable year shall be
deemed received on the last day of such
taxable year of the personal holding
company.

(iii) Such election shall be made in a
statement showing the amount of the
deduction under section 545(b)(9) for
each taxable year of the period in
which the lien was in effect, the
amount of such deduction, if any,
which was added to undistributed per-
sonal holding company income in a
later year or years as a result of par-
tial satisfaction or release of such lien,
and the details thereof, the taxable
year or years to which such dividends
are allocable, and a computation of
tax, on the basis of the election, for all
taxable years affected by such ratable
allocation of the dividends. Further,
the statement shall show the district
director’s office in which the returns,
for the years to which the dividends
are allocable, were filed, the kind of re-
turns which were filed (separate re-
turns or joint returns), and the name
and address under which the returns
were filed. The statement shall be at-

tached to the shareholder’s return for
the taxable year for which the dividend
would be reported but for such elec-
tion.

(iv) The operation of this subpara-
graph may be illustrated as follows: If,
in the example under subparagraph (4)
of this paragraph, shareholder A owns
75 percent in value of the outstanding
stock of the personal holding company,
and receives a dividend of $540,000 from
such company during 1958 (the total
dividend distribution being $720,000) he
may elect to compute his income tax
with respect to the $540,000 in dividends
for 1958 as if he had received $127,058.82
of such dividends for 1954 ($200,000/
850,000 of $540,000), $158,823.53 of such
dividends for 1955 ($250,000/850,000 of
$540,000), $190,588.23 of such dividends
for 1956 ($300,000/850,000 of $540,000), and
$63,529.41 of such dividends for 1957
($100,000/850,000 of $540,000). Accord-
ingly, the tax computed for 1958 with
respect to such dividends shall be the
aggregate of the taxes attributable to
such amounts had they been distrib-
uted in the respective years.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6805, 30 FR 3209, Mar. 9,
1965; T.D. 6841, 30 FR 9305, July 27, 1965; T.D.
6949, 33 FR 5526, Apr. 9, 1968; T.D. 7207, 37 FR
20796, Oct. 5, 1972; T.D. 7429, 41 FR 35492, Aug.
23, 1976; T.D. 7649, 44 FR 60086, Oct. 18, 1979]

§ 1.545–3 Special adjustment to taxable
income.

(a) In general. In computing undis-
tributed personal holding company in-
come for any taxable year beginning
after December 31, 1963, section 545(c)
(1) provides that, except as otherwise
provided in section 545(c), there shall
be allowed as a deduction amounts
used or amounts irrevocably set aside
(to the extent reasonable with ref-
erence to the size and terms of the in-
debtedness) during such year to pay or
retire qualified indebtedness (as de-
fined in section 545(c)(3) and paragraph
(d) of this section). The reasonableness
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of amounts irrevocably set aside shall
be determined under the rules of para-
graph (g)(4) of § 1.545–2.

(b) Amounts used or irrevocably set
aside—(1) In general. The deduction is
allowable, in any taxable year, only for
amounts used or irrevocably set aside
in that year to extinguish or discharge
qualified indebtedness. If amounts are
set aside in 1 year, no deduction is al-
lowable for a later year in which such
amounts are actually paid. As long as
all other conditions are satisfied, the
aggregate amount allowable as a de-
duction for any taxable year includes
all amounts (from whatever source)
used and all amounts (from whatever
source) irrevocably set aside, irrespec-
tive of whether in cash or other me-
dium. The same item shall not be de-
ducted more than once.

(2) Refunding, etc., of qualified indebt-
edness. (i) A refunding, renewal or mere
change in the form of a qualified in-
debtedness which does not involve a
substantial change in the economic
terms of the indebtedness will not re-
sult in an allowable deduction whether
or not funds are obtained from such re-
funding, renewal, or change in form,
and whether or not such funds are ap-
plied on the prior obligation, and will
not constitute a reduction in the
amount of such qualified indebtedness.
For purposes of this section, if, in con-
nection with a refunding, renewal, or
other change in the form of an indebt-
edness, the rate of interest or principal
amount of such debt, or the date when
payment is due with respect to such
debt or significantly changed, or if,
after the refunding, renewal, or other
change in the form of such debt, the
creditor to whom such debt is owed is
neither the creditor to whom such debt
was owed before such refunding, re-
newal, or other change, nor a person
standing in a relationship to such cred-
itor described in section 267(b), then a
substantial change in the economic
terms of such indebtedness will nor-
mally have occurred.

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. On December 31, 1963, M owes
$10,000 to X represented by a 6-percent, 90-
day note payable on January 31, 1964. On
January 31, 1964, M renews the debt, giving X

a new 6-percent, 90-day note (payable on Apr.
30, 1964) and paying the accrued interest on
the old note. Since the date when payment is
due has been significantly changed, a sub-
stantial change in the economic terms of the
indebtedness has occurred.

Example (). On December 31, 1963, S owes
$5,000 to T represented by a 6-percent note
payable on January 1, 1965. On December 23,
1964, S liquidates the note, giving T a new
note for $5,000 due on January 2, 1965, and
bearing interest at 6 percent. Since the
transaction does not involve a substantial
change in the economic terms of the indebt-
edness, the transaction will not result in an
allowable deduction, and the amount of the
qualified indebtedness will not be reduced.

Example 3. (i) On December 31, 1963, Q owes
$45,000 to R represented by a demand note.
On July 1, 1964, Q renews $30,000 of the in-
debtedness by issuing a new demand note to
R and liquidates $15,000 of the debt. Since the
principal amount of the debt has been sig-
nificantly changed, there has been a substan-
tial change in the economic terms of the in-
debtedness.

(ii) If Q had issued renewal notes for $44,000
and had paid only $1,000 of the total indebt-
edness, then a significant change in the prin-
cipal amount of the debt would not have oc-
curred and Q would have been entitled to
only a $1,000 deduction (the amount actually
paid during the taxable year). In addition,
the amount of qualified indebtedness would
have been reduced to $44,000.

(c) Corporations to which applicable.
Section 545(c)(2) describes the corpora-
tions to which section 545(c) applies. In
order to qualify under section 545(c)(2),
the corporation must be one:

(1) Which for at least one of its two
most recent taxable years ending be-
fore February 26, 1964, was not a per-
sonal holding company under section
542, but which would have been a per-
sonal holding company under section
542 for such taxable year if the law ap-
plicable for the first taxable year be-
ginning after December 31, 1963, had
been applicable to such taxable year; or

(2) Which is an acquiring corporation
treated as a corporation described in
subparagraph (1) of this paragraph by
reason of section 381(c)(15) (relating to
the carryover of certain indebtedness
in corporate acquisitions), but only to
the extent of the qualified indebtedness
to which it has succeeded under section
381(c)(15) and the indebtedness referred
to in paragraph (d)(1)(ii) of this section
incurred to replace qualified indebted-
ness to which it has succeeded under
section 381(c)(15).
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The law applicable for the first taxable
year beginning after December 31, 1963,
for purposes of this paragraph means
part II (section 541 and following), sub-
chapter G, chapter 1 of the Code as ap-
plicable to such year but does not in-
clude amendments to other parts of the
Code first applicable with respect to
such year. For an example of a corpora-
tion described in subparagraph (1) of
this paragraph see paragraph (f)(1) of
§ 1.333–5.

(d) Qualified indebtedness—(1) General
definition. Except as provided in sub-
paragraphs (2), (3), and (4) of this para-
graph the term qualified indebtedness
means:

(i) The outstanding indebtedness (as
defined in subparagraph (6) of this
paragraph) incurred after December 31,
1933, and before January 1, 1964, by the
taxpayer (or to which the taxpayer suc-
ceeded in a transaction to which sec-
tion 381(c)(15) applies), and

(ii) The outstanding indebtedness (as
defined in subparagraph (6) of this
paragraph) incurred after December 31,
1963, by the taxpayer (or to which the
taxpayer succeeded in a transaction to
which section 381(c)(15) applies) for the
purpose of making a payment or set-
aside referred to in paragraph (a) of
this section in the same taxable year of
the debtor in which such indebtedness
was incurred. An indebtedness shall be
deemed not to have been incurred for
the purpose of making a payment or
set-aside referred to in paragraph (a) of
this section when such indebtedness is
a consequence of a refunding, renewal
or mere change in the form of a quali-
fied indebtedness which does not in-
volve a substantial change in the eco-
nomic terms of the qualified indebted-
ness. (See paragraph (b)(2) of this sec-
tion for the meaning of substantial
change in the economic terms of the in-
debtedness.) In the case of such a pay-
ment or set-aside which is made on or
after the first day of the first taxable
year beginning after December 31, 1963,
such indebtedness incurred after De-
cember 31, 1963, is treated as qualified
indebtedness only to the extent that
the deduction from taxable income
otherwise allowed by section 545(c)(1)
with respect to such payment or set-
aside is treated as non-deductible by

reason of the election referred to in
paragraph (e) of this section.

(2) Exception for indebtedness owed to
certain shareholders. For purposes of
subparagraph (1) of this paragraph,
qualified indebtedness does not include
any amounts which were, at any time
after December 31, 1963, and before the
payment or set-aside to which this sec-
tion applies, owed directly or indi-
rectly to a person who at such time
owned more than 10 percent in value of
the taxpayer’s outstanding stock. The
rules of section 318(a) and the regula-
tions thereunder apply for the purpose
of determining ownership under this
subparagraph. Amounts which cease to
be qualified indebtedness by reason of
this subparagraph may not subse-
quently become qualified indebtedness
as a result of any change in the facts
(for example, a subsequent sale of
stock by the person to whom the
amounts are directly or indirectly
owed).

(3) Reduction for amounts irrevocably
set aside. For purposes of subparagraph
(1) of this paragraph, qualified indebt-
edness with respect to a particular con-
tract is reduced when and to the extent
that amounts are irrevocably set aside
to pay or retire such indebtedness. An
amount is not considered to be irrev-
ocably set aside if any person could use
such amount for any purpose other
than the retirement of the qualified in-
debtedness with respect to which it was
set aside. No deduction is allowed
under section 545(c)(1) and this section
for payments out of amounts pre-
viously set aside. Thus, for example, if
a corporation, which is a June 30 fiscal
year taxpayer, incurs indebtedness of
$1 million on February 1, 1962, and, in
accordance with its contract of indebt-
edness, irrevocably sets aside $50,000 in
a sinking fund on February 1, of each
of the years 1963, 1964, and 1965, then its
qualified indebtedness on January 1,
1964, is $950,000 ($1 million less one set-
aside of $50,000 in 1963). The corpora-
tion is not allowed a deduction under
section 545(c)(1) for the set-aside of
$50,000 made during its taxable year
ending on June 30, 1964, since section
545(c) is applicable only to taxable
years beginning after December 31,
1963, but the qualified indebtedness is
nevertheless reduced by such amount.
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The corporation is allowed a deduction
of $50,000 for its taxable year ending
June 30, 1965, as a result of the set-
aside made during such taxable year,
and qualified indebtedness on July 1,
1965, is $850,000. No deduction is allowed
to the corporation for a payment in
any subsequent taxable year from the
amounts so set aside.

(4) Reduction on disposition of certain
property. (i) Section 545(c)(6) provides
that the total amount of the taxpayer’s
qualified indebtedness (as determined
under subdivision (ii) of this subpara-
graph) shall be reduced if property of a
character subject to the allowance for
exhaustion, wear and tear, obsoles-
cence, amortization, or depletion is
disposed of after December 31, 1963. The
reduction is made pro rata (in accord-
ance with subdivision (iii) of this sub-
paragraph) for the taxable year of such
disposition and is equal in total
amount to the excess, if any, of:

(a) The adjusted basis of the property
disposed of (determined under section
1011 and the regulations thereunder)
immediately before such disposition;
over

(b) The amount of qualified indebted-
ness which ceased to be qualified in-
debtedness with respect to the tax-
payer by reason of the assumption of
indebtedness by the transferee of the
property disposed of (whether or not
such indebtedness was incurred by the
taxpayer in connection with the prop-
erty disposed of).

For purposes of (b) of this subdivision,
the transferee will be treated as having
assumed qualified indebtedness if such
transferee acquires real estate of which
the taxpayer is the legal or equitable
owner immediately before the transfer
and which is subject to indebtedness
that, with respect to the taxpayer, is
qualified indebtedness immediately be-
fore the transfer, provided the taxpayer
shows to the satisfaction of the Com-
missioner that under all the facts and
circumstances it no longer bears the
burden of discharging such indebted-
ness.

(ii) The indebtedness reduced under
the rule of this subparagraph is the
qualified indebtedness which is out-
standing with respect to the taxpayer
immediately after the disposition re-

ferred to in subdivision (i) of this sub-
paragraph.

(iii) The reduction with respect to
any particular contract of indebtedness
under the rules of this subparagraph
shall be determined by multiplying the
total reduction (determined under sub-
division (i) of this subparagraph) by the
ratio which the amount of the qualified
indebtedness owed with respect to such
contract by the taxpayer on the date
referred to in subdivision (ii) of this
subparagraph bears to the aggregate
qualified indebtedness owed by the tax-
payer with respect to all contracts on
such date.

(5) Total debt consisting of both quali-
fied and nonqualified indebtedness. In
any case where, with respect to a par-
ticular contract of indebtedness, a part
of the total indebtedness owed with re-
spect to such contract is qualified in-
debtedness and the other part is in-
debtedness which is not qualified in-
debtedness, then, any amount paid or
irrevocably set aside with respect to
such contract shall be allocated be-
tween both such parts pro rata unless
the taxpayer clearly indicates in its re-
turn the part of the payment or set-
aside which shall be allocated to the
qualified indebtedness.

(6) Outstanding indebtedness. For pur-
poses of determining qualified indebt-
edness, the term indebtedness has the
same meaning that it has under section
545(b)(7) and paragraph (g)(2) of § 1.545–
2. Indebtedness ceases to be out-
standing when the taxpayer no longer
has an obligation absolute and not con-
tingent with respect to the payment of
such debt. An indebtedness evidenced
by bonds, notes, or other obligations
issued by a corporation is ordinarily
incurred as of the date such obligations
are issued, and the amount of such in-
debtedness is the amount represented
by the face value of the obligations.
However, a refunding, renewal, or mere
change in the form of an indebtedness
which does not involve a substantial
change in the economic terms of the
indebtedness will not have the effect of
changing the date the indebtedness was
incurred. (See paragraph(b)(2) of this
section for the meaning of substantial
change in the economic terms of the in-
debtedness.) For purposes of this sec-
tion, the outstanding indebtedness of a
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taxpayer includes a mortgage or other
security interest on real estate of
which such taxpayer is the legal or eq-
uitable owner (even though the tax-
payer is not directly liable on the un-
derlying evidence of indebtedness se-
cured by such mortgage or security in-
terest) provided such taxpayer shows
to the satisfaction of the Commissioner
that under all of the facts and cir-
cumstances it bears the burden of dis-
charging such indebtedness. Thus, for
example, if X acquires from Y property
which is subject to a mortgage (X not
assuming the indebtedness underlying
such mortgage) and if X actually bears
the burden of discharging the indebted-
ness, then, after the date of acquisi-
tion, such underlying indebtedness is
outstanding indebtedness with respect
to X, and, since Y’s obligation to pay is
in fact contingent upon X failing to
discharge the indebtedness, such in-
debtedness is not outstanding indebted-
ness with respect to Y.

(7) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. M Corporation, a calendar year
taxpayer has $600,000 of indebtedness out-
standing on December 31, 1963 (which was in-
curred after 1933), represented by three de-
mand notes. Individuals A and B (who are
not shareholders) each hold one of M Cor-
poration’s notes in the amount of $150,000
and N Corporation (which is not a share-
holder) holds M Corporation’s note in the
amount of $300,000. The note held by N Cor-
poration is secured by a mortgage on certain
depreciable real estate owned by M Corpora-
tion which has an adjusted basis to it on
July 1, 1964, of $500,000. On July 1, 1964, M
Corporation sells the depreciable real estate
to O Corporation in consideration for $200,000
in cash and the assumption by O Corporation
of the indebtedness on the note held by N
Corporation. M Corporation borrows $200,000
on September 30, 1964, of which amount
$150,000 is simultaneously applied to liq-
uidate the note held by B. M Corporation’s
qualified indebtedness is reduced on July 1,
1964, by $300,000, the qualified indebtedness
which ceased to be outstanding by reason of
the transfer. In addition, the reduction (com-
puted under section 545(c)(6) and subpara-
graph (4) of this paragraph) of M Corpora-
tion’s qualified indebtedness by reason of the
disposition of depreciable property on July 1,
1964, is as follows:
Outstanding qualified indebtedness after reduc-

tion of qualified indebtedness which ceased to
be outstanding by reason of the transfer but
before the sec. 545(c)(6) reduction ................. $300,000

Reduced by:
The excess of the adjusted basis of depre-

ciable real estate disposed of on July 1,
1964 ($500,000), over the amount of
qualified indebtedness assumed by O
Corporation ($300,000) ............................. 200,000

Qualified indebtedness after reductions from
transfer and assumption of indebtedness ........ 100,000

The pro-rata share of the reduction with re-
spect to each debt is computed as follows:
Note held by A:

Qualified indebtedness owed by taxpayer
on the note held by A before the disposi-
tion of depreciable property ...................... $150,000

Less the pro-rata share of the total reduc-
tion computed under subparagraph (4) of
this paragraph allocable to such note
$200,000× ($150,000÷$300,000) .............. 100,000

Qualified indebtedness owed on the note held
by A after the transfer ...................................... 50,000

Note held by B:
Qualified indebtedness owed by taxpayer

on the note held by B before the transfer
of depreciable property ............................. $150,000

Less the pro-rata share of the total reduc-
tion computed under subparagraph (4) of
this paragraph allocable to such note
$200,000× ($150,000÷$300,000) .............. 100,000

Qualified indebtedness owed on the note
held by B after the transfer ....................... 50,000

Of the $150,000 paid by M Corporation on Sep-
tember 30, 1964, to retire the note held by B
only $50,000 qualified as a use of an amount
to pay or retire qualified indebtedness and,
thus, only $50,000 is allowable as a deduction
for purposes of computing undistributed per-
sonal holding company income for 1964.

Example 2. The facts are the same as in ex-
ample 1 except that M Corporation elects in
accordance with paragraph (e) of this section
not to deduct $25,000 of the $50,000 amount
otherwise deductible. Then $25,000 of the
$200,000 of new indebtedness incurred by M
Corporation is qualified indebtedness. If the
payment on the note held by B had not been
made until January 1, 1965, then the new in-
debtedness would not be qualified indebted-
ness since the payment was not made in the
taxable year in which the new indebtedness
was incurred. If M Corporation pays $40,000
on April 1 and July 1, 1965, on the indebted-
ness incurred September 30, 1964, then (un-
less M indicates otherwise in its return for
1965 in accordance with subparagraph (5) of
this paragraph) the payments made on such
dates must be allocated between qualified
and nonqualified indebtedness in the fol-
lowing manner:

Qualfied Non-
qualified

April 1 payment:
$40,000×$25,000 (quali-

fied)÷$200,000 (total indebted-
ness) ........................................... $5,000
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Qualfied Non-
qualified

$40,000×$175,000 (non-
qualified)÷$200,000 (total indebt-
edness) ....................................... .............. $35,000

July 1 payment:
$40,000×$20,000 (quali-

fied)÷$160,000 (total indebted-
ness) ........................................... 5,000

$40,000×$140,000 (non-
qualified)÷$160,000 (total indebt-
edness) ....................................... .............. 35,000

Total ................................. 10,000 70,000

Thus, a total of $10,000 of the two payments
would be considered used to pay or retire
qualified indebtedness. The results in exam-
ples 1 and 2 would be the same if O Corpora-
tion purchased the real estate subject to the
indebtedness (not assuming the indebted-
ness) on the note held by N Corporation, pro-
vided M Corporation does not bear the bur-
den of discharging such indebtedness after
July 1, 1964.

Example 3. C owns all of the 1000 shares of
outstanding capital stock of P Corporation.
On December 31, 1963, P Corporation, a cal-
endar year taxpayer, owes $200,000 of out-
standing indebtedness to D and$500,000 of
outstanding indebtedness to E. These debts
were incurred after 1933. On January 15, 1964,
P Corporation pays $100,000 in partial liq-
uidation of the $500,000 indebtedness. On
March 15, 1964, P Corporation pays $50,000
into a sinking fund with respect to the
$200,000 indebtedness owed to D. On April 15,
1964, D purchases one-half of the shares
owned by C, constituting 50 percent in value
of P Corporation’s outstanding stock. P Cor-
poration, on June 15, 1964, pays $50,000 into a
sinking fund with respect to the indebted-
ness owed to D. For purposes of the March 15,
1964, set-aside, the indebtedness owed to D
($200,000) is qualified indebtedness. However,
the indebtedness owed to D is not qualified
indebtedness for purposes of the June set-
aside with respect to such indebtedness since
D is a person who after December 31, 1963,
and before the June set-aside, owned more
than 10 percent in value of P Corporation’s
outstanding stock. Moreover, any subse-
quent set-asides made with respect to the in-
debtedness owed to D will not be made with
respect to qualified indebtedness even if the
shares owned by D are subsequently sold. As-
suming no payments or set-asides are made
by P Corporation after June 15, 1964, the P
Corporation is entitled to a deduction of
$150,000 under section 545(c)(1) for the cal-
endar year 1964 for amounts paid and for
amounts irrevocably set aside to pay or re-
tire qualified indebtedness, and the total
qualified indebtedness at the end of 1964 is
$400,000. No additional deduction is allowed
in subsequent taxable years for amounts paid
out of the amounts set aside in 1964.

(e) Election not to deduct—(1) In gen-
eral. Section 545(c)(4) provides that a
taxpayer may elect to treat as non-
deductible amounts otherwise deduct-
ible under section 545(c)(1) for the tax-
able year. The election shall be in the
form of a statement of election filed on
or before the 15th day of the third
month following the close of the tax-
able year with respect to which the
election applies. The election shall be
irrevocable after such date.

(2) Statement of election. The state-
ment of election referred to in subpara-
graph (1) of this paragraph shall be at-
tached to the taxpayer’s Schedule PH
(Form 1120) for the year with respect to
which such election applies, if such
schedule is filed on or before the date
referred to in subparagraph (1) of this
paragraph. If the taxpayer’s Schedule
PH (Form 1120) is not filed on or before
such date, then the statement of elec-
tion shall clearly set forth the tax-
payer’s name, address, and employer
identification number, shall be signed
by an officer of the taxpayer who is au-
thorized to sign a return of the tax-
payer with respect to income, and shall
be filed with the district director for
the internal revenue district in which
the taxpayer’s income tax return (for
the year with respect to which the
election is applicable) would be filed.
The following information shall be in-
cluded in the statement of election:

(i) A statement that the taxpayer
wishes to elect in accordance with sec-
tion 545(c)(4);

(ii) The amounts paid or set aside
which are to be treated as nondeduct-
ible under section 545(c)(4) and this sec-
tion;

(iii) All information necessary to
identify the qualified indebtedness
with respect to which such amounts
were paid or set aside;

(iv) The date on which such pay-
ments or set-asides were made; and

(v) All information necessary to iden-
tify the indebtedness (referred to in
section 545(c)(3)(A)(ii) and paragraph
(d)(1)(ii) of this section) incurred for
the purpose of making the payments or
set-asides which the taxpayer elects to
treat as nondeductible, including:

(a) The date on which such indebted-
ness was incurred;

(b) The amount of such indebtedness;
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(c) The person or persons to whom
such indebtedness is owed; and

(d) A statement that such person or
persons do not own more than 10 per-
cent in value of the taxpayer’s out-
standing stock.

(f) Limitation on deduction—(1) In gen-
eral. Section 545(c)(5) provides certain
limitations on the deduction otherwise
allowed by section 545(c)(1). Such de-
duction is reduced by the sum of the
following amounts:

(i) The amount, if any, by which:
(a) The deductions allowed for the

taxable year and all preceding taxable
years beginning after December 31,
1963, for exhaustion, wear and tear, ob-
solescence, amortization, or depletion
(other than such deductions which are
disallowed in computing undistributed
personal holding company income
under the rule of paragraph (h) of
§ 1.545–2), exceed

(b) Any reduction, by reason of sec-
tion 545(c)(5)(A) and this subdivision
(i), of the deductions otherwise allowed
by section 545(c)(1) for such preceding
years; and

(ii) The amount, if any, by which:
(a) The deductions allowed under sec-

tion 545(b)(5) (relating to long-term
capital gain deduction) in computing
undistributed personal holding com-
pany income for the taxable year and
all preceding taxable years beginning
after December 31, 1963, exceed

(b) Any reduction, by reason of sec-
tion 545(c)(5)(B) and this subdivision
(ii), of the deductions otherwise al-
lowed by section 545(c)(1) for such pre-
ceding years.

(2) Allocation of reduction. If the total
reduction required by subparagraph (1)
of this paragraph is greater than the
amount of the payment or set-aside
made in respect of qualified indebted-
ness in a taxable year, then the portion

of the reduction which is attributable
to either section 545(c)(5)(A) or section
545(c)(5)(B), as the case may be, is that
portion which bears the same ratio to
the total reduction as the total reduc-
tion available under either section
545(c)(5)(A) or section 545(c)(5)(B), re-
spectively, bears to the total reduction
available under both such sections.

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. (i) Q Corporation, a calendar year
taxpayer, has qualified indebtedness of
$400,000 on January 1, 1964, with respect to
which payments of $50,000 are made on April
15, 1964, and 1965, and $300,000 on April 15,
1966. In the years 1964 and 1966, Q Corpora-
tion is allowed a deduction under section
545(b)(5) of $50,000 for the excess of its net
long-term capital gain over its net short-
term capital loss, minus the taxes attrib-
utable to such excess. Q Corporation is al-
lowed a depreciation deduction of $50,000 for
each of its taxable years 1964 through 1966. Q
Corporation is a personal holding company
with taxable income of $200,000 in each of the
years 1964 and 1966.

(ii) For 1964, in computing undistributed
personal holding company income, Q Cor-
poration’s taxable income is reduced by
$50,000 by reason of the deduction under sec-
tion 545(b)(5). No part of the depreciation de-
duction is disallowed under the rule of para-
graph (h) of § 1.545–2. Q Corporation’s deduc-
tion for payment of qualified indebtedness
otherwise allowable under section 545(c)(1)
and this section is reduced to zero by reason
of the depreciation deduction and the capital
gains deduction. The reduction by reason of
section 545(c)(5)(A) and subparagraph (1)(i) of
this paragraph (depreciation) is $25,000
[($50,000 ÷ $100,000) × $50,000], and the reduc-
tion by reason of section 545(c)(5)(B) and sub-
paragraph (1) (ii) of this paragraph (capital
gain) is $25,000 [($50,000 ÷ $100,000) × $50,000].

(iii) For 1966, Q Corporation is allowed a
deduction for payment of qualified indebted-
ness of $100,000 computed as follows:

Amount paid in 1966 to retire qualified indebtedness ......................................................... .................. .................. $300,000
Less the sum of:

(a) Depreciation deductions allowed for 1964 through 1966 (3×$50,000) .................. $150,000
Reduction of deductions in preceding taxable years (1964) ......................... 25,000 $125,000

(b) Deduction allowed under section 545(b)(5) (relating to long-term capital gains)
for 1964 through 1966 .............................................................................................. 100,000

Reduction of deductions in preceding taxable years (1964) ......................... 25,000 75,000 200,000

Deduction after reduction ............................................................................... .................. .................. 100,000

(iv) If, in the year 1966, Q Corporation’s de-
preciation deduction had been limited for

purposes of computing undistributed per-
sonal holding company income to $25,000 by
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reason of section 545(b)(8), then Q Corpora-
tion’s deduction for payment of qualified in-

debtedness would be $125,000, computed as
follows:

Amounts paid in 1966 to retire qualified indebtedness ....................................................... .................. .................. $300,000
Less the sum of:

(a) Depreciation deductions allowed for 1964 through 1966 ....................................... $125,000
Reduction of deductions in preceding taxable year (1964) ........................... 25,000

$100,000
(b) Deduction allowed under section 545(b)(5) (relating to long-term capital gains)

for 1964 through 1966 .............................................................................................. 100,000
Reduction of deductions in preceding taxable years (1964) ......................... 25,000 75,000 175,000

Deduction after reduction ............................................................................... .................. .................. 125,000

(g) Burden of proof. The burden of
proof rests upon the taxpayer to sus-
tain the deduction claimed under this
section. In addition to any information
required by this section, the taxpayer
must furnish the information required
by the return, and such other informa-
tion as the district director may re-
quire in substantiation of the deduc-
tion claimed.

(h) Application of section 381(c)(15).
Under section 381(c)(15), if an acquiring
corporation assumes liability for quali-
fied indebtedness in a transaction to
which section 381(a) applies, then the
acquiring corporation is considered to
be the distributor or transferor cor-
poration for purposes of section 545(c).
Paragraph (c)(2) of this section reflects
the application of section 381(c)(15) by
including an acquiring corporation
within the definition of corporation to
which this section applies. Thus, the
acquiring corporation is not required
to meet the requirements of paragraph
(c)(1) or paragraph (d)(1) of this section
with respect to such acquired qualified
indebtedness to which section 381(c)(15)
is applicable. All the other provisions
of this section apply in full to the ac-
quiring corporation with respect to
such acquired indebtedness.

[T.D. 6949, 33 FR 5526, Apr. 9, 1968; 33 FR 6091,
Apr. 20, 1968]

§ 1.547–1 General rule.
Section 547 provides a method under

which, by virtue of dividend distribu-
tions, a corporation may be relieved
from the payment of a deficiency in the
personal holding company tax imposed
by section 541 (or by a corresponding
provision of a prior income tax law), or
may be entitled to a credit or refund of
a part or all of any such deficiency
which has been paid. The method pro-

vided by section 547 is to allow an addi-
tional deduction for a dividend dis-
tribution (which meets the require-
ments of this section) in computing un-
distributed personal holding company
income for the taxable year for which a
deficiency in personal holding company
tax is determined. The additional de-
duction for deficiency dividends will
not, however, be allowed for the pur-
pose of determining interest, addi-
tional amounts, or assessable pen-
alties, computed with respect to the
personal holding company tax prior to
the allowance of the additional deduc-
tion for deficiency dividends. Such
amounts remain payable as if section
547 had not been enacted.

§ 1.547–2 Requirements for deficiency
dividends.

(a) In general. There are certain re-
quirements which must be fulfilled be-
fore a deduction is allowed for a defi-
ciency dividend under section 547 and
this section. These are:

(1) The taxpayer’s liability for per-
sonal holding company tax shall be de-
termined only in the manner provided
in section 547(c) and paragraph (b)(1) of
this section.

(2) The deficiency dividend shall be
paid by the corporation on, or within 90
days after, the date of such determina-
tion and prior to the filing of a claim
under section 547(e) and paragraph
(b)(2) of this section for deduction for
deficiency dividends. This claim must
be filed within 120 days after such de-
termination.

(3) The deficiency dividend must be
of such a nature as would have per-
mitted its inclusion in the computa-
tion of a deduction for dividends paid
under section 561 for the taxable year
with respect to which the liability for
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personal holding company tax exists, if
it had been distributed during such
year. See section 562 and §§ 1.562–1
through 1.562–3. In this connection, it
should be noted that under section
316(b)(2), the term dividend means (in
addition to the usual meaning under
section 316(a)) any distribution of prop-
erty (whether or not a dividend as de-
fined in section 316(a)) made by a cor-
poration to its shareholders, to the ex-
tent of its undistributed personal hold-
ing company income (determined under
section 545 and §§ 1.545–1 and 1.545–2
without regard to section 316(b)(2)) for
the taxable year in respect of which
the distribution is made.

(b) Special rules—(1) Nature and details
of determination. (i) A determination of
a taxpayer’s liability for personal hold-
ing company tax shall, for the purposes
of section 547, be established in the
manner specified in section 547(c) and
this subparagraph.

(ii) The date of determination by a
decision of the Tax Court of the United
States is the date upon which such de-
cision becomes final, as prescribed in
section 7481.

(iii) The slate upon which a judgment
of a court becomes final, which is the
date of the determination in such
cases, must be determined upon the
basis of the facts in the particular case.
Ordinarily, a judgment of a United
States district court becomes final
upon the expiration of the time allowed
for taking an appeal, if no such appeal
is duly taken within such time; and a
judgment of the United States Court of
Claims becomes final upon the expira-
tion of the time allowed for filing a pe-
tition for certiorari if no such petition
is duly filed within such time.

(iv) The date of determination by a
closing agreement, made under section
7121, is the date such agreement is ap-
proved by the Commissioner.

(v) A determination under section
547(c)(3) may be made by an agreement
signed by the district director or such
other official to whom authority to
sign the agreement is delegated, and by
or on behalf of the taxpayer. The agree-
ment shall set forth the total amount
of the liability for personal holding
company tax for the taxable year or
years. An agreement under this sub-
division which is signed by the district

director (or such other official to whom
authority to sign the agreement is del-
egated) on or after July 15, 1963, shall
be sent to the taxpayer at his last
known address by either registered or
certified mail. For further guidance re-
garding the definition of last known
address, see § 301.6212–2 of this chapter.
If registered mail is used for such pur-
pose, the date of registration shall be
treated as the date of determination; if
certified mail is used for such purpose,
the date of the postmark on the send-
er’s receipt for such mail shall be
treated as the date of determination.
However, if a dividend is paid by the
corporation before such registration or
postmark date but on or after the date
such agreement is signed by the dis-
trict director or such other official to
whom authority to sign the agreement
is delegated, the date of determination
shall be such date of signing. The date
of determination with respect to an
agreement which is signed by the dis-
trict director (or such other official to
whom authority to sign the agreement
is delegated) before July 15, 1963, shall
be the date of the postmark on the
cover envelope in which such agree-
ment is sent by ordinary mail, except
that if a dividend is paid by the cor-
poration before such postmark date but
on or after the date such agreement is
signed by the district director or such
other official to whom authority to
sign the agreement is delegated, the
date of determination shall be such
date of signing.

(2) Claim for deduction—(i) Contents of
claim. A claim for deduction for a defi-
ciency dividend shall be made with the
requisite declaration, on Form 976 and
shall contain the following informa-
tion:

(a) The name and address of the cor-
poration;

(b) The place and date of incorpora-
tion;

(c) The amount of the deficiency de-
termined with respect to the tax im-
posed by section 541 (or a cor-
responding provision of a prior income
tax law) and the taxable year or years
involved; the amount of the unpaid de-
ficiency or, if the deficiency has been
paid in whole or in part, the date of
payment and the amount thereof; a
statement as to how the deficiency was
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established, if unpaid; or if paid in
whole or in part, how it was estab-
lished that any portion of the amount
paid was a deficiency at the time when
paid and, in either case whether it was
by an agreement under section
547(c)(3), by a closing agreement under
section 7121, or by a decision of the Tax
Court or court judgment and the date
thereof; if established by a final judg-
ment in a suit against the United
States for refund, the date of payment
of the deficiency, the date the claim
for refund was filed, and the date the
suit was brought; if established by a
Tax Court decision or court judgment,
a copy thereof shall be attached, to-
gether with an explanation of how the
decision became final; if established by
an agreement under section 547(c)(3), a
copy of such agreement shall be at-
tached;

(d) The amount and date of payment
of the dividend with respect to which
the claim for the deduction for defi-
ciency dividends is filed;

(e) A statement setting forth the var-
ious classes of stock outstanding, the
name and address of each shareholder,
the class and number of shares held by
each on the date of payment of the div-
idend with respect to which the claim
is filed, and the amount of such divi-
dend paid to each shareholder;

(f) The amount claimed as a deduc-
tion for deficiency dividends; and

(g) Such other information as may be
required by the claim form.

(ii) Filing of claim and corporate resolu-
tion. The claim together with a cer-
tified copy of the resolution of the
board of directors or other authority,
authorizing the payment of the divi-
dend with respect to which the claim is
filed, shall be filed with the district di-
rector for the internal revenue district
in which the return is filed.

(iii) Carryover of deficiency dividends
paid by acquiring corporation. In the
case of the acquisition of assets of a
corporation by another corporation in
a distribution or transfer described in
section 381(a), the distributor or trans-
feror corporation shall be entitled to a
deduction for any deficiency dividends
(as defined in section 547(d)) paid by
the acquiring corporation with respect

to such distributor or transferor cor-
poration. See section 381(c)(17).

(68A Stat. 192, 917; 26 U.S.C. 547(c), 7805)

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6657, 28 FR 5720, June 12,
1963; T.D. 7604, 44 FR 18661, Mar. 29, 1979; T.D.
8939, 66 FR 2819, Jan. 12, 2001]

§ 1.547–3 Claim for credit or refund.
(a) If a deficiency in personal holding

company tax is asserted for any tax-
able year, and the corporation has paid
any portion of such asserted deficiency,
it is entitled to a credit or refund of
such payment to the extent that such
payment constitutes an overpayment
as the result of a deduction for a defi-
ciency dividend as provided in section
547 and §§ 1.547–1 through 1.547–7. It
should be noted that a determination
under section 547(c) and paragraph
(b)(1) of § 1.547–2, of taxpayer’s liability
for personal holding company tax may
take place subsequent to the time the
deficiency was paid. To secure credit or
refund of such overpayment, the tax-
payer must file a claim on Form 843 in
addition to the claim for the deduction
for deficiency dividends required under
section 547(e) and paragraph (b)(2) of
§ 1.547–2.

(b) No interest shall be allowed on
such credit or refund.

(c) Such credit or refund will be al-
lowed as if, on the date of the deter-
mination under section 547(c) and para-
graph (b)(1) of § 1.547–2, two years re-
mained before the expiration of the pe-
riod of limitation on the filing of claim
for refund for the taxable year to which
the overpayment relates.

§ 1.547–4 Effect on dividends paid de-
duction.

The deficiency dividends deduction
shall be allowed as of the date the
claim is filed. No duplication of deduc-
tions with respect to any deficiency
dividends is permitted. If a corporation
claims and receives the benefit of the
provisions of section 547 (or the cor-
responding section 506 of the Internal
Revenue Code of 1939, or section 407 of
the Revenue Act of 1938 (52 Stat. 447)),
based upon a distribution of deficiency
dividends, that distribution does not
become a part of the dividends paid de-
duction under section 561. Likewise, it
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will not be made the basis of a divi-
dends paid deduction under section 561
by reason of the application of section
563(b), relating to dividends paid after
the close of the taxable year and on or
before the 15th day of the third month
following the close of such taxable
year.

§ 1.547–5 Deduction denied in case of
fraud or wilful failure to file timely
return.

No deduction for deficiency dividends
shall be allowed under section 547(a) if
the determination contains a finding
that any part of the deficiency is due
to fraud with intent to evade tax, or to
wilful failure to file an income tax re-
turn within the time prescribed by law
or prescribed by the Secretary or his
delegate in pursuance of law. See
§ 1.547–7 for effective date.

§ 1.547–6 Suspension of statute of limi-
tations and stay of collection.

(a) Statute of limitations. If the cor-
poration files a claim for a deduction
for deficiency dividends under section
547(e) and paragraph (b)(2) of § 1.547–2,
the running of the statute of limita-
tions upon assessment, distraint, and
collection in court in respect of the de-
ficiency, and all interest, additional
amounts, or assessable penalties, shall
be suspended for a period of two years
after the date of the determination
under section 547(c) and paragraph
(b)(1) of § 1.547–2.

(b) Stay of collection. If a deficiency in
personal holding company tax is estab-
lished by a determination under sec-
tion 547(c) and paragraph (b)(1) of
§ 1.547–2, collection by distraint or
court proceeding (except in case of
jeopardy), of the deficiency and all in-
terest, additional amounts, and assess-
able penalties, shall be stayed for a pe-
riod of 120 days after the date of such
determination, and, to the extent any
part of such deficiency remains after
deduction for deficiency dividends, for
an additional period until the date the
claim is disallowed. After such claim is
allowed or rejected, either in whole or
in part, the amount of the deficiency
which was not eliminated by the appli-
cation of section 547, together with in-
terest, additional amounts and assess-

able penalties, will be assessed and col-
lected in the usual manner.

§ 1.547–7 Effective date.
The deduction for deficiency divi-

dends, in computing personal holding
company tax for any taxable year, is
allowable only with respect to deter-
minations under section 547(c) made
after November 14, 1954 (the date fall-
ing 90 days after the date of enactment
of the Internal Revenue Code of 1954). If
the taxable year with respect to which
the deficiency is asserted began before
January 1, 1954, the deficiency divi-
dends deduction shall include only the
amounts which would have been in-
cludible in the computation of the
basic surtax credit for such taxable
year under the Internal Revenue Code
of 1939. Section 547(g), relating to the
denial of a deficiency dividends deduc-
tion if the determination contains a
finding that any part of the deficiency
is due to fraud, etc., shall apply only if
the taxable year with respect to which
the deficiency is asserted begins after
December 31, 1953.

FOREIGN PERSONAL HOLDING COMPANIES

§ 1.551–1 General rule.
Part III (section 551 and following),

subchapter G, chapter 1 of the Code,
does not impose a tax on foreign per-
sonal holding companies. The undis-
tributed foreign personal holding com-
pany income of such companies, how-
ever, must be included in the manner
and to the extent set forth in section
551, in the gross income of their United
States shareholders, that is, the share-
holders who are individual citizens or
residents of the United States, domes-
tic corporations, domestic partner-
ships, and estates or trusts other than
estates or trusts the gross income of
which under subtitle A of the Code in-
cludes only income from sources within
the United States.

§ 1.551–2 Amount included in gross in-
come.

(a) The undistributed foreign per-
sonal holding company income is in-
cluded only in the gross income of the
United States shareholders who were
shareholders in the company on the
last day of its taxable year on which a
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United States group (as defined in sec-
tion 552(a)(2)) existed with respect to
the company. Such United States
shareholders, accordingly, are deter-
mined by the stock holdings as of such
specified time. This rule applies to
every United States shareholder who
was a shareholder in the company at
the specified time regardless of wheth-
er the United States shareholder is in-
cluded within the United States group.
For example, a domestic corporation
which is a United States shareholder at
the specified time must return its dis-
tributive share in the undistributed
foreign personal holding company in-
come even though the domestic cor-
poration cannot be included within the
United States group since, under sec-
tion 554, the stock it owns in the for-
eign corporation is considered as being
owned proportionately by its share-
holders for the purpose of determining
whether the foreign corporation is a
foreign personal holding company.

(b) The United States shareholders
must include in their gross income
their distributive shares of that pro-
portion of the undistributed foreign
personal holding company income for
the taxable year of the company which
is equal in ratio to that which the por-
tion of the taxable year up to and in-
cluding the last day on which the
United States group with respect to
the company existed bears to the en-
tire taxable year. Thus, if the last day
in the taxable year on which the re-
quired United States group existed was
also the end of the taxable year, the
portion of the taxable year up to and
incding such last day would be equal to
100 percent and, in such case, the
United States shareholders would be
required to return their distributive
shares in the entire undistributed for-
eign personal holding company income.
But if the last day on which the re-
quired United States group existed was
September 30, and the taxable year was
a calendar year, the portion of the tax-
able year up to and including such last
day would be equal to nine-twelfths
and, in that case, the United States
shareholders would be required to re-
turn their distributive shares in only
nine-twelfths of the undistributed for-
eign personal holding company income.

(c) The amount which each United
States shareholder must return is that
amount which he would have received
as a dividend if the above-specified por-
tion of the undistributed foreign per-
sonal holding company income had in
fact been distributed by the foreign
personal holding company as a divi-
dend on the last day of its taxable year
on which the required United States
group existed. Such amount is deter-
mined, therefore, by the interest of the
United States shareholder in the for-
eign personal holding company, that is,
by the number of shares of stock owned
by the United States shareholder and
the relative rights of his class of stock,
if there are several classes of stock
outstanding. Thus, if a foreign personal
holding company has both common and
preferred stock outstanding and the
preferred shareholders are entitled to a
specified dividend before any distribu-
tion may be made to the common
shareholders, then the assumed dis-
tribution of the stated portion of the
undistributed foreign personal holding
company income must first be treated
as a payment of the specified dividend
on the preferred stock before any part
may be allocated as a dividend on the
common stock.

(d) The assumed distribution of the
required portion of the undistributed
foreign personal holding company in-
come must be returned as dividend in-
come by the United States share-
holders for their respective taxable
years in which or with which the tax-
able year of the foreign personal hold-
ing company ends. For example, if the
M Corporation, whose taxable year is
the calendar year, is a foreign personal
holding company for 1954 and if A, one
of its United States shareholders,
makes returns on a calendar year
basis, while B, another United States
shareholder, makes returns on the
basis of a fiscal year ending November
30, A must return his assumed dividend
as income for the taxable year 1954 and
B must return his distributive share as
income for the fiscal year ending No-
vember 30, 1955. In applying this rule,
the date as of which the United States
group last existed with respect to the
company is immaterial. Thus, in the
foregoing example, if September 30,
1954, was the last day on which the
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United States group with respect to
the M Corporation existed, B would
still be required to return his assumed
dividend as income for the fiscal year
ending November 30, 1955, even though
September 30, 1954, the date as of which
the distribution is assumed to have
been made, does not fall within such
fiscal year.

(e) For the treatment of gain on the
sale of certain stock, see section 306(f)
and paragraph (h) of § 1.306–3.

§ 1.551–3 Deduction for obligations of
the United States and its instru-
mentalities.

(a) Each United States shareholder
required to return his distributive
share of undistributed foreign personal
holding company income for any tax-
able year shall take into account in
computing the credit against tax under
section 35, or the deduction under sec-
tion 242, whichever is allowable to such
shareholder, his proportionate share of
whatever interest on obligations of the
United States or its instrumentalities
(as specified in sections 35 or 242, as the
case may be) may be included in the
gross income of the company for such
taxable year, with the exception of any
such interest as may be so included by
reason of the application of the provi-
sions of section 555. For reduction of
credit for such interest on account of
amortizable bond premium, see section
171 and the regulations thereunder.

(b) The rule set forth in paragraph (a)
of this section may be illustrated by
the following example:

Example. The M Corporation is a foreign
personal holding company which owns all
the stock of the N Corporation, another for-
eign personal holding company. Both compa-
nies receive interest on obligations of the
United States or its instrumentalities as
specified in section 35. In determining the
amount of the credit allowable under section
35 (if the shareholder is an individual) or the
deduction allowable under section 242 (if the
shareholder is a corporation), the United
States shareholder of the M Corporation
would be entitled to a credit or a deduction,
as the case may be, only for his propor-
tionate share of the interest received by that
Company and not for any part of the interest
received by the N Corporation, regardless of
whether the interest received by the N Cor-
poration is included in the gross income of
the M Corporation as an actual dividend or
as a constructive dividend under section 555.

§ 1.551–4 Information in return.

The information required by section
551(d) in the returns of certain United
States shareholders relates only to the
taxable year of a foreign personal hold-
ing company for which any part of such
corporation’s undistributed foreign
personal holding company income must
be included in gross income by the
United States shareholder of whom the
information is required. The informa-
tion shall be submitted as a part of the
income tax return in the form of a
statement attached to the return.

§ 1.551–5 Effect on capital account of
foreign personal holding company
and basis of stock in hands of
shareholders.

(a) Sections 551(e) and 551(f) are de-
signed to prevent double taxation with
respect to the undistributed foreign
personal holding company income.

(b) The application of sections 551(e)
and 551(f) may be illustrated by the fol-
lowing examples:

Example 1. The M Corporation is a foreign
personal holding company. Seventy-five per-
cent in value of its capital stock is owned by
A, a citizen of the United States, and the re-
mainder, or 25 percent, of its stock is owned
by B, a nonresident alien individual. For the
calendar year 1954 the M Corporation has an
undistributed foreign personal holding com-
pany income of $100,000. A is required to in-
clude $75,000 of such income in gross income
as a dividend in his return for the calendar
year 1954. The $100,000 is treated as paid-in
surplus or as a contribution to the capital of
the M Corporation and its accumulated earn-
ings and profits as of the close of the cal-
endar year 1954 are correspondingly reduced.
If after treating such $100,000 as paid-in sur-
plus or as a contribution to capital, the M
Corporation has no accumulatedearnings and
profits at the close of 1954, and if for the cal-
endar year 1955, the M Corporation had no
earnings and profits, but distributed $40,000,
the amount so distributed would be a non-
taxable distribution and would not be in-
cluded in the gross income of either A or B
for the calendar year 1955. If, however, after
treating the $100,000 as paid-in surplus or as
a contribution to capital, the M Corporation
had accumulated earnings and profits of
$100,000 at the close of 1954, the facts other-
wise being the same, the distributions in 1955
would be taxable to A as a dividend, and the
taxability of such distributions to B would
depend upon the application of section
861(a)(2), relating to the treatment of divi-
dends from a foreign corporation as income
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from sources within or without the United
States.

Example 2. In example 1 assume the basis of
A’s stock to be $300,000. If A includes in gross
income in his return for the calendar year
1954, $75,000 as a dividend from the M Cor-
poration, the basis of his stock would be
$375,000. After the nontaxable distribution of
$30,000 to A by the M Corporation in 1955 (75
percent of the $40,000 distribution) the basis
of A’s stock, assuming no other changes,
would be $345,000. If A failed to include the
$75,000 as a dividend in gross income in his
return for 1954 and his failure was not discov-
ered until after the 6-year period of limita-
tions had expired, the application of the rule
would not increase the basis of A’s stock.
The subsequent nontaxable distribution of
$30,000 to A in 1955 would reduce his basis of
$300,000 to $270,000, thus tending to com-
pensate for his failure to include the amount
of $75,000 as a dividend in his gross income
for 1954. If the undistributed foreign personal
holding company income of the M Corpora-
tion is readjusted within the statutory pe-
riod of limitations, thus increasing or de-
creasing the amount A would have to include
in his gross income, proper adjustment is re-
quired to be made to the basis of A’s stock
on account of such readjustment.

§ 1.552–1 Definition of foreign personal
holding company.

(a) A foreign personal holding com-
pany is any foreign corporation, other
than a corporation exempt from tax-
ation under subchapter F (section 501
and following), chapter 1 of the Code,
and other than certain banking institu-
tions which satisfy the requirements of
section 552(b)(2) and paragraph (b) of
§ 1.552–4 which for the taxable year
meets (1) the gross income requirement
specified in section 552(a)(1); and (2) the
stock ownership requirement specified
in section 552(a)(2). Both requirements
must be satisfied with respect to each
taxable year.

(b) A foreign corporation which
comes within the classification of a
foreign personal holding company is
not subject to taxation either under
section 531 or section 541. See sections
532(b)(2) and 542(c)(5). The fact that a
foreign corporation is a foreign per-
sonal holding company does not relieve
the corporation from liability for the
taxes imposed generally upon foreign
corporations, such as the taxes im-
posed by sections 881 and 882, since
such taxes apply regardless of the clas-
sification of the foreign corporation as
a foreign personal holding company.

§ 1.552–2 Gross income requirement.

(a) To meet the gross income require-
ment, it is necessary that either of the
following percentages of gross income
of the corporation for the taxable year
(including the additions to gross in-
come provided in section 555(b) as re-
quired by section 555(c)(2)) be foreign
personal holding company income as
defined in section 553:

(1) 60 percent or more; or
(2) 50 percent or more if the foreign

corporation has been classified as a for-
eign personal holding company for any
taxable year ending after August 26,
1937, unless:

(i) A taxable year has intervened
since the last taxable year for which it
was so classified, during no part of
which the stock ownership requirement
specified in section 552(a)(2) exists; or

(ii) Three consecutive years have in-
tervened since the last taxable year for
which it was so classified, during each
of which its foreign personal holding
company income was less than 50 per-
cent of its gross income.

(b) In determining whether the for-
eign personal holding company income
is equal to the required percentage of
the total gross income, the determina-
tion must not be made upon the basis
of gross receipts, since gross income is
not synonymous with gross receipts.
For meaning of gross income in this
part, see section 555 and § 1.555–1.

§ 1.552–3 Stock ownership require-
ment.

(a) To meet the stock ownership re-
quirement, it is necessary that at some
time in the taxable year more than 50
percent in value of the outstanding
stock of the foreign corporation be
owned, directly or indirectly, by or for
not more than five individuals who are
citizens or residents of the United
States, herein referred to as United
States group. For the purpose of the re-
quirement under section 552(a)(2), sec-
tion 554 provides that the ownership of
the stock must be determined under
the rules prescribed by section 544 (re-
lating to rules for determining stock
ownership in the case of personal hold-
ing companies generally). Accordingly,
section 544 and §§ 1.544–1 through 1.544–
7 are applicable for purposes of section
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552(a)(2) and this section as if each ref-
erence in section 544 and §§ 1.544–1
through 1.544–7 to a personal holding
company or to part II (section 541 and
following), subchapter G, chapter 1 of
the Code, was a reference to a foreign
personal holding company or to part III
(section 551 and following), subchapter
G, chapter 1 of the Code, as the case
may be.

(b) It is necessary to consider any
change in the stock outstanding during
the taxable year, whether in the num-
ber of shares or classes of stock, or in
the ownership thereof, since a corpora-
tion comes within the classification if
the statutory conditions with respect
to stock ownership are present at any
time during the taxable year.

(c) In determining whether the statu-
tory conditions with respect to stock
ownership are present at any time dur-
ing the taxable year, the phrase in
value shall, in the light of all the cir-
cumstances, be deemed the value of the
corporate stock outstanding at such
time (not including treasury stock).
This value may be determined upon the
basis of the company’s net worth, earn-
ing and dividend paying capacity, ap-
preciation of assets, together with such
other factors as have a bearing upon
the value of the stock. If the value of
the stock which is used is greatly at
variance with that reflected by the cor-
porate books, the evidence of such
value should be filed with the return.
In any case where there are two or
more classes of stock outstanding, the
total value of all the stock should be
allocated among the different classes
according to the relative value of each
class therein.

§ 1.552–4 Certain excluded banks.
(a) A corporation is excluded from

the definition of foreign personal holding
company if it is organized and doing
business under the banking and credit
laws of a foreign country and if it es-
tablishes to the satisfaction of the
Commissioner that it was not formed
or availed of for the purpose of evading
or avoiding United States income taxes
which would otherwise be imposed on
its shareholders. If this is established,
the Commissioner, or such other offi-
cial to whom authority may be dele-
gated, will certify, by letter to the cor-

poration, that it is not a foreign per-
sonal holding company.

(b) An application for certification
under section 552(b)(2) shall be made in
writing to the Commissioner of Inter-
nal Revenue, Washington DC 20225, At-
tention: Director of International Op-
erations. A separate application shall
be filed for each taxable year for which
certification is requested, and the ap-
plication shall be accompanied by a
completed Form 958 for the taxable
year. See section 6035. The following
information shall be set forth in, or
submitted with, the application:

(1) A complete reference to the bank-
ing or credit laws of the foreign coun-
try under which the corporation oper-
ates;

(2) A statement as to the extent of
the corporation’s business in receiving
deposits and making loans and dis-
counts and similar banking and credit
operations;

(3) A statement as to the extent of
the operations of the corporation other
than such banking and credit oper-
ations;

(4) A statement as to whether the
banking and credit operations of the
corporation are customary for it;

(5) A statement setting forth the de-
gree and manner of supervision exer-
cised over it by the foreign government
under its banking and credit laws; a
copy (in English) of the corporation’s
last annual financial statement, as
submitted to the Government author-
ity having jurisdiction over it, shall be
submitted with the application;

(6) A statement setting forth the
business reasons of the corporation for
not distributing the amount which
would be its undistributed foreign per-
sonal holding company income if the
corporation were not excluded under
section 552(b);

(7) A statement setting forth the ex-
tent of the corporation’s profits which
must be retained as reserves under the
foreign law;

(8) A statement setting forth the date
or dates when the corporation reason-
ably expects to distribute is undistrib-
uted foreign personal holding company
income for the taxable year;

(9) A statement setting forth the
name and address of each of the indi-
viduals described in section 552(a)(2),
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the extent of their stock ownership in
the corporation, and the amount of dis-
tributions or other payments to such
stockholders, including, but not lim-
ited to, dividends, compensation, inter-
est, and rents; and

(10) Any other facts or information
the corporation may wish to submit to
show that it was not formed or availed
of for the purpose of evading or avoid-
ing United States income taxes which
would otherwise be imposed on its
shareholders.
The corporation shall also furnish such
other information requested as nec-
essary by the Director of International
Operations. The application for certifi-
cation, together with the information
required by this paragraph, should be
filed within 60 days after the close of
the taxable year of the corporation or
before November 9, 1958, whichever is
later. However, if the corporation is
unable, for good cause, to submit the
application for certification within
such 60-day period, additional time
may be granted by the Director of
International Operations upon receipt
of a request from the corporation set-
ting forth the reasons for such request.

§ 1.552–5 United States shareholder of
excluded bank.

A copy of the certification issued to
an excluded bank under section
552(b)(2) and § 1.552–4 shall be filed with,
and made a part of, the income tax re-
turn for the taxable year of each
United States shareholder of such for-
eign corporation, if he has been a
shareholder of such corporation for any
part of such year. If the certificate has
not been issued at the time the return
of the United States shareholder is
filed, the shareholder shall compute
the tax on his return by treating the
bank as a foreign personal holding
company. If a certificate is issued after
the return is filed, the United States
shareholder may file a claim for refund
or an amended return, and shall attach
thereto a copy of the certification.

§ 1.553–1 Foreign personal holding
company income.

Foreign personal holding company
income shall consist of the items de-
fined under section 543 and §§ 1.543–1
and 1.543–2, relating to personal hold-

ing company income, with the fol-
lowing exceptions:

(a) The entire amount received as in-
terest, whether or not treated as rent,
shall be considered to be foreign per-
sonal holding company income. Thus,
the exception in the second sentence of
section 543(a)(1) and paragraph (b)(2) of
§ 1.543–1 (relating to interest treated as
rent under section 543(a)(7) and para-
graph (b)(10) of § 1.543–1), is inapplicable
for the purpose of determining foreign
personal holding company income.
Similarly, section 543(a)(7) and para-
graph (b)(10) of § 1.543–1 are applied for
this purpose without regard to the in-
terest described in that section.

(b)(1) The entire amount received as
royalties, whether or not mineral, oil,
or gas royalties, or copyright royalties,
shall be considered to be foreign per-
sonal holding company income. Thus,
subparagraphs (A) and (B) of section
543(a)(8) and paragraph (b)(11)(i) (a) and
(b) of § 1.543–1 (relating to mineral, oil,
or gas royalties), and subparagraphs
(A), (B), and (C) of section 543(a)(9) and
paragraph (b) (12)(ii) of § 1.543–1 (relat-
ing to copyright royalties), are inappli-
cable for the purpose of determining
foreign personal holding company in-
come.

(2) In computing foreign personal
holding company income, the first sen-
tence of paragraph (b)(11)(ii) of § 1.543–1
shall apply to overriding royalties re-
ceived from the sublessee by the oper-
ating company which originally leased
and developed the natural resource
property in respect of which such over-
riding royalties are paid, and to min-
eral, oil, or gas production payments,
only with respect to amounts received
after September 30, 1958.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6739, 29 FR 7715, June 17,
1964]

§ 1.554–1 Stock ownership.
For regulations under section 554, see

§ 1.552–3.

§ 1.555–1 General rule.
The gross income of a foreign cor-

poration which is a foreign personal
holding company is computed the same
as if the foreign corporation were a do-
mestic corporation which is a personal
holding company. See section 542(a)(1)
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and § 1.542–2. The gross income of a for-
eign personal holding company thus in-
cludes income from all sources, wheth-
er within or without the United States,
which is not specifically excluded from
gross income under any other provi-
sions of the Code. For example, the
gross income of a foreign personal
holding company includes all income
from sources outside the United States
even though the foreign personal hold-
ing company is a foreign corporation
not engaged in trade or business within
the United States. However, the gross
income of a foreign corporation which
is a foreign personal holding company
shall not include, with respect to a
United States shareholder described in
section 951(b), dividends received by
such corporation which are excluded
under section 959(b) from the income of
such corporation with respect to such
shareholder.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6795, 30 FR 934, Jan. 29, 1965]

§ 1.555–2 Additions to gross income.

(a) If, for any taxable year:
(1) A foreign corporation meets the

stock ownership requirement specified
in section 552(a)(2) and § 1.552–3, regard-
less of whatever day in its taxable year
is the last day on which the required
United States group exists, and

(2) Such foreign corporation is a
shareholder in a foreign personal hold-
ing company on any day of a taxable
year of the second company which ends
with or within the taxable year of the
first company and such day is the last
day in the taxable year of the second
company in which the United States
group exists with respect to the second
company, then for the purpose of:

(i) Determining whether the first
company meets the specified gross in-
come requirement so as to come within
the classification of a foreign personal
holding company, and

(ii) Determining the undistributed
foreign personal holding company in-
come of the first company which (in
the event the first company is a foreign
personal holding company) is to be in-
cluded, in whole or in part, in the gross
income of its shareholders, whether
United States shareholders or other
foreign personal holding companies,

there shall be included as a dividend in
the gross income of the first company
for the taxable year in which or with
which the taxable year of the second
company ends, the amount the first
company would have received as a divi-
dend, if on the last day referred to in
this subparagraph there had been dis-
tributed by the second company, and
received by the shareholders, an
amount which bears the same ratio to
the undistributed foreign personal
holding company income of the second
company for its taxable year as the
portion of such taxable year up to and
including such last day bears to the en-
tire taxable year. The foregoing rules
apply to any chain of foreign corpora-
tions regardless of the number of cor-
porations included in the chain.

(b) The application of section 555(b)
may be illustrated by the following ex-
amples:

Example 1. The X Corporation is a foreign
corporation whose stock is owned by A, a
United States citizen. The X Corporation
owns the entire stock of the Y Corporation,
another foreign corporation. The taxable
year of the X Corporation is the calendar
year and the taxable year of the Y Corpora-
tion is the fiscal year ending June 30. For
the fiscal year ending June 30, 1955, more
than the required percentage of the Y Cor-
poration’s gross income consists of foreign
personal holding company income and no
part of the earnings for such year is distrib-
uted as dividends. On the basis of these facts
the Y Corporation is a foreign personal hold-
ing company for the fiscal year ending June
30, 1955. The X Corporation meets the stock
ownership requirement and constitutes a for-
eign personal holding company for 1955, if it
also meets the gross income requirement.
For the purpose of determining whether the
X Corporation meets the gross income re-
quirements, the entire undistributed foreign
personal holding company income of the Y
Corporation for the fiscal year ending June
30, 1955, must be included as a dividend in the
gross income of the X Corporation for 1955,
since:

(1) The X Corporation was a shareholder in
the Y Corporation on a day (June 30, 1955) in
the taxable year of the Y Corporation ending
with or within the taxable year of the X Cor-
poration, which day was the last day in the
taxable year of the Y Corporation on which
the United States group required with re-
spect to the Y Corporation existed,

(2) Such last day was also the end of the Y
Corporation’s taxable year so that the por-
tion of the taxable year of the Y Corporation
up to and including such last day is equal to
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100 percent of the taxable year of the Y Cor-
poration, and, therefore, the portion of the
undistributed foreign personal holding com-
pany income of the Y Corporation includible
in the gross income of its shareholders is
likewise equal to 100 percent, and

(3) The X Corporation being the sole share-
holder of the Y Corporation must include
such portion in its gross income for 1955, the
taxable year in which or with which the tax-
able year of the Y Corporation ends. If, after
the inclusion of the presumptive dividend in
its gross income, the X Corporation is a for-
eign personal holding company for 1955, then
the undistributed foreign personal holding
company income of the Y Corporation must
also be included as a dividend in the gross in-
come of the X Corporation in determining its
undistributed foreign personal holding com-
pany income which is to be included in the
gross income of A, the sole shareholder in
the X Corporation. On the other hand, if,
after including such presumptive dividend,
the X Corporation does not constitute a for-
eign personal holding company, the undis-
tributed foreign personal holding company
income of the Y Corporation is not includible
in the gross income of the X Corporation.

Example 2. The X Corporation referred to in
example 1 sold the stock in the Y Corpora-
tion to other interests on September 30, 1955,
so that after that date no United States
group existed with respect to the Y Corpora-
tion. For the fiscal year ending June 30, 1956,
more than the required percentage of the
gross income of the Y Corporation consists
of foreign personal holding company income.
The taxable income of the Y Corporation for
such fiscal year amounts to $1,000,000, of
which $900,000 is distributed in dividends
after September 30, 1955. The undistributed
foreign personal holding company income of
the Y Corporation for such fiscal year
amounts to $100,000. Upon the basis of these
facts the Y Corporation is a foreign personal
holding company for the fiscal year ending
June 30, 1956, since at one time in such fiscal
year, or from July 1 to and including Sep-
tember 30, 1955, it meets the stock ownership
requirement, and the gross income require-
ment is also satisfied. In determining wheth-
er the X Corporation constitutes a foreign
personal holding company for 1956, a portion
of the undistributed foreign personal holding
company income of the Y Corporation for
the fiscal year ending June 30, 1956 (three-
twelfths of $100,000, or $25,000), must be in-
cluded as a dividend in the gross income of
the X Corporation, since:

(1) The X Corporation was a shareholder in
the Y Corporation on September 30, 1955, or
on a day in the taxable year of the Y Cor-
poration ending with or within the taxable
year of the X Corporation which day was the
last day in the Y Corporation’s taxable year
on which the United States group required
with respect to the Y Corporation existed.

(2) The portion of the taxable year of the Y
Corporation up to and including such day is
three-twelfths of the entire taxable year of
the Y Corporation and, therefore, the portion
of the undistributed foreign personal holding
company income of the Y Corporation in-
cludible in the gross income of its share-
holders also is equal to three-twelfths, and

(3) The X Corporation, being the sole
shareholder of the Y Corporation at the time
the United States group with respect to the
Y Corporation last existed, must include all
of such portion in its gross income for 1956,
the taxable year of the X Corporation in
which or with which the taxable year of the
Y Corporation ends.
It is to be observed that three-twelfths of the
undistributed foreign personal holding com-
pany income of the Y Corporation for the en-
tire taxable year and not the earnings real-
ized by the Y Corporation up to and includ-
ing September 30, 1955, the last day on which
the United States group with respect to the
Y Corporation existed, must be included in
the gross income of the X Corporation.

Example 3. The X Corporation referred to in
example 1 sold the stock in the Y Corpora-
tion to other interests on September 30, 1955,
so that after that date a different United
States group existed with respect to the Y
Corporation. Assuming that the Y Corpora-
tion is a foreign personal holding company
for the fiscal year ending June 30, 1956, no
part of the undistributed foreign personal
holding company income of the Y Corpora-
tion for such fiscal year would, in this in-
stance, be includible in the gross income of
the X Corporation for the year 1956, in deter-
mining whether the X Corporation is a for-
eign personal holding company for that year.
In such case, the undistributed foreign per-
sonal holding company income of the Y Cor-
poration is includible in the gross income of
the other foreign personal holding compa-
nies, if any, and of the United States share-
holders who are shareholders in the Y Cor-
poration the day after September 30, 1955,
which was the last day in the taxable year of
the Y Corporation on which the United
States group withrespect to the Y Corpora-
tion existed. If, however, the X Corporation
sells 90percent of its stock in the Y Corpora-
tion and thus is a minority shareholder in
the Y Corporation on the last day of the tax-
able year of the Y Corporation on which the
United States group with respect to the Y
Corporation exists, the portion of the undis-
tributed foreign personal holding company
income allocable to the minority interests of
the X Corporation would be includible in the
gross income of the X Corporation, even
though on such last day the United States
group is not the same with respect to both
corporations.

Example 4. If the Y Corporation in example
1 owns all of the stock of the Z Corporation,
another foreign corporation, there would be
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a chain of three foreign corporations. In such
case, assuming that the Z Corporation is a
foreign personal holding company for a tax-
able year ending with or within the taxable
year of the Y Corporation, the undistributed
foreign personal holding company income of
the Z Corporation would be included in the
gross income of the Y Corporation for the
purpose of determining whether the Y Cor-
poration comes within the classification of a
foreign personal holding company. If, after
the inclusion of such presumptive dividend,
the Y Corporation is a foreign personal hold-
ing company, the undistributed foreign per-
sonal holding company income of the Z Cor-
poration would be included in the gross in-
come of the Y Corporation in determining
the undistributed foreign personal holding
company income of the Y Corporationwhich
is includible in the gross income of its share-
holder, the X Corporation. The same process
would be repeated with respect to deter-
mining whether the X Corporation is a for-
eign personal holding company and in deter-
mining its undistributed foreign personal
holding company income. If all three cor-
porations are foreign personal holding com-
panies, the undistributed foreign personal
holding company income of each would, in
this manner, be reflected as a dividend in the
gross income of A, the ultimate beneficial
shareholder of the chain. In the event that
after the inclusion of the undistributed for-
eign personal holding company income of the
Z Corporation in the gross income of the Y
Corporation, the Y Corporation is not a for-
eign personal holding company, then no part
of the income of either the Z Corporation or
the Y Corporation would be includible in the
gross income of the X Corporation. In that
event, whether the X Corporation is a for-
eign personal holding company, and its un-
distributed foreign personal holding com-
pany income, would be determined independ-
ently of the income of the Y Corporation and
the Z Corporation.

§ 1.556–1 Definition.

Undistributed foreign personal hold-
ing company income is the amount
which is to be included in the gross in-
come of the United States shareholders
under section 551(b) and § 1.551–2. Undis-
tributed foreign personal holding com-
pany income is the taxable income of
the foreign personal holding company,
as defined in section 63(a) (computed
without regard to subchapter N, chap-
ter 1 of the Code), and adjusted in the
manner described in section 556(b) and
§ 1.556–2, less the deduction for divi-
dends paid (§§ 1.561–1 through 1.565–6).
See § 1.556–3 for an illustration of the

computation of undistributed foreign
personal holding company income.

§ 1.556–2 Adjustments to taxable in-
come.

(a) Taxes—(1) General rule. (i) In com-
puting undistributed foreign personal
holding company income for any tax-
able year, there shall be allowed as a
deduction the Federal income and ex-
cess profits taxes accrued during the
taxable year except that no deduction
shall be allowed for (a) the accumu-
lated earnings tax imposed by section
531 (or a corresponding section of a
prior law), (b) the personal holding
company tax imposed by section 541 (or
a corresponding section of a prior law),
and (c) the excess profits tax imposed
by subchapter E, chapter 2 of the Inter-
nal Revenue Code of 1939 for taxable
years beginning after December 31,
1940. The deduction is for taxes for the
taxable year determined under the ac-
crual method of accounting, regardless
of whether the corporation uses an ac-
crual method of accounting, the cash
receipts and disbursements method, or
any other allowable method of ac-
counting. In computing the amount of
taxes accrued, an unpaid tax which is
being contested is not considered ac-
crued until the contest is resolved.

(ii) However, the corporation shall
deduct taxes paid, rather than taxes
accrued, if it used that method with re-
spect to Federal taxes for each taxable
year for which it was subject to the
provisions of supplement P, subchapter
C, chapter 1 of the Internal Revenue
Code of 1939, unless an election is made
under subparagraph (2) of this para-
graph to deduct taxes accrued.

(2) Election by corporation which de-
ducted taxes paid. (i) If the corporation
was subject to supplement P, sub-
chapter C, chapter 1 of the Internal
Revenue Code of 1939, and, for the pur-
pose of computing undistributed sup-
plement P net income under such Code,
deducted Federal taxes paid, rather
than such taxes accrued, for each tax-
able year for which it was subject to
supplement P of the 1939 Code, the cor-
poration may elect for any taxable
year ending after August 16, 1954, to de-
duct taxes accrued, rather than taxes
paid, for the purpose of computing its
undistributed foreign personal holding
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company income. The election shall be
made by deducting such taxes accrued
in the return (Form 958) required to be
filed for such taxable year. The return
shall, in addition, contain a statement
that the corporation has made such
election and shall set forth the year to
which such election was first applica-
ble. The deduction of taxes accrued in
the year of election precludes the de-
duction of taxes paid during such year.
The election, if made, shall be irrev-
ocable and the deduction for taxes ac-
crued shall be allowed for the year of
election and for all subsequent taxable
years. See section 6035 and the regula-
tions thereunder for rules relative to
the filing of returns of officers, direc-
tors, and shareholders of foreign per-
sonal holding companies.

(ii) Pursuant to section 7851(a)(1)(C),
the election provided for in subdivision
(i) of this subparagraph may be made
with respect to a taxable year ending
after August 16, 1954, even though such
taxable year is subject to the Internal
Revenue Code of 1939.

(3) Taxes of foreign countries and
United States possessions. In computing
taxable income, a foreign personal
holding company is allowed a deduc-
tion under section 164 for income, war
profits, and excess-profits taxes paid or
accrued during the taxable year to for-
eign countries or possessions of the
United States, but is not allowed the
foreign tax credit under section 901.
Therefore, in computing undistributed
foreign personal holding company in-
come for any taxable year, no adjust-
ment under section 556(b)(1) is allowed
for such taxes.

(b) Charitable contributions—(1) Tax-
able years beginning before January 1,
1970. (i) Section 556(b)(2) provides that,
in computing the deduction for chari-
table contributions for purposes of de-
termining the undistributed foreign
personal holding company income of a
corporation for taxable years beginning
before January 1, 1970, the limitations
in section 170(b)(1)(A) and (B), relating
to charitable contributions by individ-
uals, shall apply and section 170(b)(2)
and (5), relating to charitable contribu-
tions by corporations and carryover of
certain excess charitable contributions
made by individuals, respectively, shall
not apply.

(ii) Although the limitations of sec-
tion 170(b)(1)(A) and (B) are 10 and 20
percent, respectively, of the individ-
ual’s adjusted gross income, the limita-
tions are applied for purposes of sec-
tion 556(b)(2) by using 10 and 20 per-
cent, respectively, of the corporation’s
taxable income as adjusted for pur-
poses of section 170(b)(2), that is, the
same amount of taxable income to
which the 5-percent limitation applied.
Thus, the term adjusted gross income
when used in section 170(b)(1) means
the corporation’s taxable income com-
puted with the adjustments, other than
the 5-percent limitation, provided in
the first sentence of section 170(b)(2).
However, a further adjustment for this
purpose is that the taxable income
shall also be computed without the de-
duction of the amount disallowed
under section 556(b)(5), relating to ex-
penses and depreciation applicable to
property of the taxpayer, and section
556(b)(6), relating to taxes and con-
tributions to pension trusts, and with-
out the inclusion of the amounts in-
cludible as dividends under section
555(b), relating to the inclusion in gross
income of a foreign personal holding
company of its distributive share of the
undistributed foreign personal holding
company income of another company
in which it is a shareholder. The carry-
over of charitable contributions made
in a prior year, otherwise allowable as
a deduction in computing taxable in-
come to the extent provided in section
170(b)(2) and, with respect to contribu-
tions paid in taxable years beginning
after December 31, 1963, in section
170(b)(5), shall not be allowed as a de-
duction in computing undistributed
foreign personal holding company in-
come for any taxable year.

(iii) See § 1.170–2 with respect to the
charitable contributions to which the
10-percent limitation is applicable and
the charitable contributions to which
the 20-percent limitation is applicable.

(2) Taxable years beginning after De-
cember 31, 1969. (i) Section 556(b)(2) pro-
vides that, in computing the deduction
allowable for charitable contributions
for purposes of determining the undis-
tributed foreign personal holding com-
pany income of a corporation for tax-
able years beginning after December 31,
1969, the limitations in section 170(b)(1)
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(A), (B), and (D)(i) (relating to chari-
table contributions by individuals)
shall apply, and section 170(b)(1)(D)(ii)
(relating to excess charitable contribu-
tions by individuals of certain capital
gain property), section 170(b)(2) (relat-
ing to the 5-percent limitation on char-
itable contributions by corporations),
and section 170(d) (relating to
carryovers of excess contributions of
individuals and corporations) shall not
apply.

(ii) Although the limitations of sec-
tion 170(b)(1) (A), (B), and (D)(i) are 50,
20, and 30 percent, respectively, of an
individual’s contribution base, these
limitations are applied for purposes of
section 556(b)(2) by using 50, 20, and 30
percent, respectively, of the corpora-
tion’s taxable income as adjusted for
purposes of section 170(b)(2), that is,
the same amount of taxable income to
which the 5-percent limitation applies.
Thus, the term contribution base when
used in section 170(b)(1) means the cor-
poration’s taxable income computed
with the adjustments, other than the 5-
percent limitation, provided in section
170(b)(2). However, a further adjust-
ment for this purpose is that the tax-
able income shall also be computed
without the deduction of the amount
disallowed under section 556(b)(5), re-
lating to expenses and depreciation ap-
plicable to property of the taxpayer,
and section 556(b)(6), relating to taxes
and contributions to pension trusts,
and without the inclusion of the
amounts includible as dividends under
section 555(b), relating to the inclusion
in gross income of a foreign personal
holding company of its distributive
share of the undistributed foreign per-
sonal holding company income of an-
other company in which it is a share-
holder. The carryover of charitable
contributions made in a prior year,
otherwise allowable as a deduction in
computing taxable income to the ex-
tent provided in section 170(b)(1) (D)
(ii) and (d), shall not be allowed as a
deduction in computing undistributed
foreign personal holding company in-
come for any taxable year.

(iii) See § 1.170A–8 for the rules with
respect to the charitable contributions
to which the 50-, 20-, and 30-percent
limitations apply.

(c) Special deductions disallowed. Part
VIII, subchapter B, chapter 1 of the
Code allows corporations special deduc-
tions in computing taxable income for
such matters as partially tax-exempt
interest, certain dividends received,
dividends paid on certain preferred
stock of public utilities, organizational
expenses, etc. See section 241. For pur-
poses of computing undistributed for-
eign personal holding company income,
such special deductions, except the de-
duction provided by section 248 (relat-
ing to organizational expenditures)
and, with respect to such a computa-
tion for a taxable year ending before
January 1, 1958, the deduction provided
by section 242 (relating to partially
tax-exempt interest), shall be dis-
allowed.

(d) Net operating loss. The net oper-
ating loss deduction provided in sec-
tion 172 is not allowed for purposes of
the computation of undistributed for-
eign personal holding company income.
For purposes of such a computation,
however, there is allowed as a deduc-
tion the amount of the net operating
loss (as defined in section 172(c)) for the
preceding taxable year, except that, in
computing undistributed foreign per-
sonal holding company income for a
taxable year ending after December 31,
1957, the amount of such net operating
loss shall be computed without the de-
ductions provided in part VIII (section
241 and following) except section 248,
relating to organizational expendi-
tures, subchapter B, chapter 1 of the
Code.

(e) Expenses and depreciation applica-
ble to property of the corporation. (1) Sec-
tion 556(b)(5) provides a specific limita-
tion in computing undistributed for-
eign personal holding company income,
with respect to the allowance of deduc-
tions for trade or business expenses and
depreciation which are allocable to the
operation and maintenance of property
owned or operated by a foreign per-
sonal holding company. Under this lim-
itation these deductions shall not be
allowed in excess of the aggregate
amount of the rent or other compensa-
tion received for the use of, or the
right to use, the property, unless it is
established to the satisfaction of the
Commissioner:
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(i) That the rent or other compensa-
tion received was the highest obtain-
able, or if none was received, that none
was obtainable;

(ii) That the property was held in the
course of a business carried on bona
fide for profit; and

(iii) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or
that the property was necessary to the
conduct of the business.

(2) The burden of proof will rest upon
the taxpayer to sustain the deduction
claimed. If a United States share-
holder, in computing his distributive
share of undistributed foreign personal
holding company income to be included
in gross income in his individual return
(see section 551, and §§ 1.551–1 and 1.551–
2), claims deductions for expenses and
depreciation allocable to the operation
and maintenance of property owned or
operated by the company, in an aggre-
gate amount in excess of the rent or
other compensation received for the
use of, or the right to use, the prop-
erty, he shall attach to his income tax
return a statement setting forth his
claim for allowance of the additional
deductions, together with a complete
statement of the facts and cir-
cumstances pertinent to his claim and
the arguments on which he relies. Such
statement shall set forth:

(i) A description of the property;
(ii) The cost or other basis to the cor-

poration and the nature and value of
the consideration paid for the property;

(iii) The name and address of the per-
son from whom the property was ac-
quired and the date the property was
acquired;

(iv) The name and address of the per-
son to whom the property is leased or
rented, or the person permitted to use
the property, and the number of shares
of stock, if any, held by such person
and the members of his family;

(v) The nature and gross amount of
the rent or other compensation re-
ceived for the use of, or the right to
use, the property during the taxable
year and for each of the five preceding
years and the amount of the expenses
incurred with respect to, and the depre-
ciation sustained on, the property for
such years;

(vi) Evidence that the rent or other
compensation was the highest obtain-
able, or, if none was received, a state-
ment of the reasons therefor;

(vii) A copy of the contract, lease or
rental agreement;

(viii) The purpose for which the prop-
erty was used;

(ix) The business carried on by the
corporation with respect to which the
property was held and the gross in-
come, expenses, and taxable income de-
rived from the conduct of such business
for the taxable year and for each of the
five preceding years;

(x) A statement of any reasons which
existed for expectation that the oper-
ation of the property would be profit-
able, or a statement of the necessity
for the use of the property in the busi-
ness of the corporation, and the rea-
sons why the property was acquired;
and

(xi) Any other information pertinent
to the taxpayer’s claim.

(f) Taxes and contributions to pension
trusts. Section 164(e) provides for de-
duction by a corporation for taxes of a
shareholder paid by it; section 404 pro-
vides for deduction by an employer for
its contributions to an employees’
trust, etc. For the purpose of com-
puting undistributed foreign personal
holding company income, neither of
these deductions is allowable.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7207, 37 FR 20796, Oct. 5,
1972]

§ 1.556–3 Illustration of computation of
undistributed foreign personal
holding company income.

The method of computation of the
undistributed foreign personal holding
company income may be illustrated by
the following example:

Example. (a) The following facts exist with
respect to the M Corporation, a foreign per-
sonal holding company, for the calendar year
1954:

(1) The gross income of the corporation as
defined in section 555 amounts to $300,000, of
which $85,000 represents its distributive
share of the undistributed foreign personal
holding company income of another foreign
personal holding company in which it is a
shareholder, $200,000 consists of dividends,
$10,000 consists of fully taxable interest, and
the remainder ($5,000) consists of rent re-
ceived from the principal shareholder of the
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corporation for the use of property owned by
the corporation.

(2) The expenses of the corporation amount
to $85,000, of which $75,000 is allocable to the
maintenance and operation of the property
used by the principal shareholder and $10,000
consists of ordinary and necessary office ex-
penses allowable as a deduction. The claim
for deduction for the expenses of, and depre-
ciation on, the rented property in excess of
the rent received for its use is not estab-
lished as provided in section 556(b)(5). The
yearly depreciation on the rented property
amounts to $30,000.

(3) Federal income tax withheld at the
source on the income of the corporation from
sources within the United States amounts to
$59,125.

(4) No gain from the sale or exchange of
stock or securities is realized during the tax-
able year, but losses in the amount of $10,000
are sustained from the sale of stock or secu-
rities which constitute capital assets. Such
losses are not allowed as a deduction in any
amount. See section 1211(a).

(5) Contributions, payment of which is
made to or for the use of donees described in
section 170(b)(1)(A) for the purposes therein
specified, amount to $15,000, of which $5,000 is
deductible in computing taxable income
under section 63.

(6) Dividends paid by the corporation to its
shareholders during the taxable year amount
to $50,000.

(b) The taxable income of the corporation
(including the distributive share of the un-
distributed foreign personal holding com-
pany income of the other foreign personal
holding company) is $180,000, computed as
follows (assuming for the purposes of this ex-
ample only that the expenses of, and depre-
ciation on, the rental property are deduct-
ible under sections 162 and 167):

Income (Section 61)
Dividends ............................................................. $200,000
Interest ................................................................. 10,000
Rent ..................................................................... 5,000

Gross income as defined in section 61 215,000
Add:

Distributive share of undistributed income of
the other foreign personal holding com-
pany (considered as a dividend) .............. 85,000

Gross income as defined in section
555 .............................................. 300,000

Deductions (Section 161)
Expenses allocable to operation of the rented

property ............................................................ $75,000
Depreciation of the rented property ..................... 30,000
Ordinary and necessary expenses (office) .......... 10,000
Contributions (within the 5-percent limitation

specified in section 170(b) (2) ......................... 5,000
120,000

Taxable income for purposes of com-
puting undistributed foreign personal
holding company income ................... 180,000

(c) The undistributed foreign personal
holding company income of the corporation
is $160,875, computed as follows:
Taxable income for purposes of computing un-

distributed foreign personal holding company
income .............................................................. $180,000

Add (see section 556(b)):
Contributions deductible in computing tax-

able income under section 63 .................. 5,000
Excess property expenses and depreciation

over amount of rent received for use of
property ($105,000¥$5,000) .................... 100,000

Total ............................................... 105,000

Deduct (see section 556(b)):
Federal income taxes ................................... 59,125
Contributions (within the percentage limita-

tions specified in section 170(b)(1) (A)
and (B), determined under the rules pro-
vided in section 556(b)(2)) ........................ 15,000

Total ............................................... 74,125

Net additions under section 556(b) ..................... 30,875

Taxable income, as adjusted under
section 556(b) ............................. 210,875

Less: Deduction for dividends paid (see section
561) .................................................................. 50,000

Undistributed foreign personal holding
company income ................................ 160,875

DEDUCTION FOR DIVIDENDS PAID

§ 1.561–1 Deduction for dividends paid.
(a) The deduction for dividends paid

is applicable in determining accumu-
lated taxable income under section 535,
undistributed personal holding com-
pany income under section 545, undis-
tributed foreign personal holding com-
pany income under section 556, invest-
ment company taxable income under
section 852, and real estate investment
trust taxable income under section 857.
The deduction for dividends paid in-
cludes:

(1) The dividends paid during the tax-
able year;

(2) The consent dividends for the tax-
able year, determined as provided in
section 565; and

(3) In the case of a personal holding
company, the dividend carryover com-
puted as provided in section 564.

(b) For dividends for which the divi-
dends paid deduction is allowable, see
section 562 and § 1.562–1. As to when
dividends are considered paid, see
§ 1.561–2.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6598, 27 FR 4093, Apr. 28,
1962]
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§ 1.561–2 When dividends are consid-
ered paid.

(a) In general. (1) A dividend will be
considered as paid when it is received
by the shareholder. A deduction for
dividends paid during the taxable year
will not be permitted unless the share-
holder receives the dividend during the
taxable year for which the deduction is
claimed. See section 563 for special rule
with respect to dividends paid after the
close of the taxable year.

(2) If a dividend is paid by check and
the check bearing a date within the
taxable year is deposited in the mails,
in a cover properly stamped and ad-
dressed to the shareholder at his last
known address, at such time that in
the ordinary handling of the mails the
check would be received by the share-
holder within the taxable year, a pre-
sumption arises that the dividend was
paid to the shareholder in such year.

(3) The payment of a dividend during
the taxable year to the authorized
agent of the shareholder will be
deemed payment of the dividend to the
shareholder during such year.

(4) If a corporation, instead of paying
the dividend directly to the share-
holder, credits the account of the
shareholder on the books of the cor-
poration with the amount of the divi-
dend, the deduction for a dividend paid
will not be permitted unless it be
shown to the satisfaction of the Com-
missioner that such crediting con-
stituted payment of the dividend to the
shareholder within the taxable year.

(5) A deduction will not be permitted
for the amount of a dividend credited
during the taxable year upon an obliga-
tion of the shareholder to the corpora-
tion unless it is shown to the satisfac-
tion of the Commissioner that such
crediting constituted payment of the
dividend to the shareholder within the
taxable year.

(6) If the dividend is payable in obli-
gations of the corporation, they should
be entered or registered in the taxable
year on the books of the corporation,
in the name of the shareholder (or his
nominee or transferee), and, in the case
of obligations payable to bearer, should
be received in the taxable year by the
shareholder (or his nominee or trans-
feree) to constitute payment of the div-
idend within the taxable year.

(7) In the case of a dividend from
which the tax has been deducted and
withheld as required by chapter 3 (sec-
tion 1441 and following), of the Code
the dividend is considered as paid when
such deducting and withholding occur.

(b) Methods of accounting. The deter-
mination of whether a dividend has
been paid to the shareholder by the
corporation during its taxable year is
in no way dependent upon the method
of accounting regularly employed by
the corporation in keeping its books or
upon the method of accounting upon
the basis of which the taxable income
of the corporation is computed.

(c) Records. Every corporation claim-
ing a deduction for dividends paid shall
keep such permanent records as are
necessary (1) to establish that the divi-
dends with respect to which such de-
duction is claimed were actually paid
during the taxable year and (2) to sup-
ply the information required to be filed
with the income tax return of the cor-
poration. Such corporation shall file
with its return (i) a copy of the divi-
dend resolution; and (ii) a concise
statement of the pertinent facts relat-
ing to the payment of the dividend,
clearly specifying (a) the medium of
payment and (b) if not paid in money,
the fair market value and adjusted
basis (or face value, if paid in its own
obligations) on the date of distribution
of the property distributed and the
manner in which such fair market
value and adjusted basis were deter-
mined. Canceled dividend checks and
receipts obtained from shareholders ac-
knowledging payment of dividends paid
otherwise than by check need not be
filed with the return but shall be kept
by the corporation as a part of its
records.

§ 1.562–1 Dividends for which the divi-
dends paid deduction is allowable.

(a) General rule. Except as otherwise
provided in section 562 (b) and (d), the
term dividend, for purposes of deter-
mining dividends eligible for the divi-
dends paid deduction, refers only to a
dividend described in section 316 (relat-
ing to definition of dividends for pur-
poses of corporate distributions). No
distribution, however, which is pref-
erential within the meaning of section
562(c) and § 1.562–2 shall be eligible for
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the dividends paid deduction. More-
over, when computing the dividends
paid deduction with respect to a U.S.
person (as defined in section 957(d)), no
distribution which is excluded from the
gross income of a foreign corporation
under section 959(b) with respect to
such person or from gross income of
such person under section 959(a) shall
be eligible for suchdeduction. Further,
for purposes of the dividends paid de-
duction, the term dividend does not in-
clude a distribution in liquidation un-
less the distribution is treated as a div-
idend under section 316(b)(2) and para-
graph (b)(2) of § 1.316–1, or under section
333(e)(1) and paragraph (c) of § 1.333–4 or
paragraph (c)(2), (d)(1)(ii), or (d)(2) of
§ 1.333–5, or qualifies under section
562(b) and paragraph (b) of this section.
If a dividend is paid in property (other
than money) the amount of the divi-
dends paid deduction with respect to
such property shall be the adjusted
basis of the property in the hands of
the distributing corporation at the
time of the distribution. See paragraph
(b)(2) of this section for special rules
with respect to liquidating distribu-
tions by personal holding companies
occurring during a taxable year of the
distributing corporation beginning
after December 31, 1963. Also see sec-
tion 563 for special rules with respect
to dividends paid after the close of the
taxable year.

(b) Distributions in liquidation—(1)
General rule—(i) In general. In the case
of amounts distributed in liquidation
by any corporation during a taxable
year of such corporation beginning be-
fore January 1, 1964, or by a corpora-
tion other than a personal holding
company (as defined in section 542) or a
foreign personal holding company (as
defined in section 552) during a taxable
year of such a corporation beginning
after December 31, 1963, section 562(b)
makes an exception to the general rule
that a deduction for dividends paid is
permitted only with respect to divi-
dends described in section 316. In order
to qualify under that exception, the
distribution must be one either in com-
plete or partial liquidation of a cor-
poration pursuant to sections 331, 332,
or 333. See subparagraph (2) of this
paragraph for rules relating to the
treatment of distributions in complete

liquidation made by a corporation
which is a personal holding company to
corporate shareholders during a tax-
able year of such distributing corpora-
tion beginning after December 31, 1963.
As provided by section 346(a), for the
purpose of section 562(b), a partial liq-
uidation includes a redemption of
stock to which section 302 applies.
Amounts distributed in liquidation in a
transaction which is preceded, or fol-
lowed, by a transfer to another cor-
poration of all or part of the assets of
the liquidating corporation, may not
be eligible for the dividends paid deduc-
tion.

(ii) Amount of dividends paid deduction
allowable—(a) General rule. In the case
of distributions in liquidation with re-
spect to which a deduction for divi-
dends paid is permissible under sub-
division (i) of this subparagraph, the
amount of the deduction is equal to the
part of such distribution which is prop-
erly chargeable to the earnings and
profits accumulated after February 28,
1913. To determine the amount prop-
erly chargeable to the earnings and
profits accumulated after February 28,
1913, there must be deducted from the
amount of the distribution that part
allocable to capital account. The cap-
ital account, for the purposes of this
subdivision, includes not only amounts
representing the par or stated value of
the stock with respect to which the liq-
uidation distribution is made, but also
that stock’s proper share of the paid-in
surplus, and such other corporate
items, if any, which, for purposes of in-
come taxation, are treated like capital
in that they are not taxable dividends
when distributed but are applied
against and reduce the basis of the
stock. The remainder of the distribu-
tion in liquidation is, ordinarily, prop-
erly chargeable to the earnings and
profits accumulated after February 28,
1913. Thus, if there is a deficit in earn-
ings and profits on the first day of a
taxable year, and the earnings and
profits for such taxable year do not ex-
ceed such deficit, no dividends paid de-
duction would be allowed for such tax-
able year with respect to a distribution
in liquidation; if the earnings and prof-
its for such taxable year exceed the
deficit in earnings and profits which
existed on the first day of such taxable
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year, then a dividends paid deduction
would be allowed to the extent of such
excess.

(b) Special rule. Section 562(b)(1)(B)
provides that in the case of a complete
liquidation occurring within 24 months
after the adoption of a plan of liquida-
tion the amount of the deduction is
equal to the earnings and profits for
each taxable year in which distribu-
tions are made. Thus, if there is a dis-
tribution in liquidation pursuant to
section 333, or a distribution in com-
plete liquidation pursuant to section
331(a)(1) or 332 which occurs within a
24-month period after the adoption of a
plan of liquidation, a dividends paid de-
duction will be allowable to the extent
of the current earnings and profits for
the taxable year or years even though
there was a deficit in earnings and
profits on the first day of such taxable
year or years. In computing the earn-
ings and profits for the taxable year in
which the distributions are made, com-
putation shall be made with the inclu-
sion of capital gains and without any
deduction for capital losses.

(c) Examples. The application of this
subparagraph may be illustrated by the
following examples:

Example 1. The Y Corporation, which
makes its income tax returns on the cal-
endar year basis, was organized on January
1, 1910, with an authorized and outstanding
capital stock of 2,000 shares of common stock
of a par value of $100 each and 1,000 shares of
participating preferred stock of a par value
of $100 each. The preferred stock was to re-
ceive annual dividends of $7 per share and
$100 per share on complete liquidation of the
corporation in priority to any payments on
common stock, and was to participate equal-
ly with the common stock in either instance
after the common stock had received a simi-
lar amount. However, the preferred stock
was redeemable in whole or in part at the op-
tion of the board of directors at any time at
$106 per share plus its proportion of the earn-
ings of the company at the time of such re-
demption. In 1910 the preferred stock was
issued at $106 per share, for a total of $106,000
and the common stock was issued, at $100 per
share, for a total of $200,000. On July 15, 1954,
the company had a paid-in surplus of $6,000,
consisting of the premium received on the
preferred stock; earnings and profits of
$30,000 accumulated prior to March 1, 1913;
and earnings and profits accumulated since
February 28, 1913, of $75,000. On July15, 1954,
the option with respect to the preferred
stock was exercised and the entire amount of

such stock was redeemed at $141 per share or
a total of $141,000 in a transaction upon
which gain or loss to the distributees result-
ing from the exchange was determined and
recognized under section 302(a). The amount
of the distribution allocable to capital ac-
count was $116,000 ($100,000 attributable to
par value, $6,000 attributable to paid-in sur-
plus, and $10,000 attributable to earnings and
profits accumulated prior to March 1, 1913).
The remainder, $25,000 ($141,000, the amount
of the distribution, less $116,000, the amount
allocable to capital account) is properly
chargeable to the earnings and profits accu-
mulated since February 28, 1913, and is de-
ductible as dividends paid.

Example 2. The M Corporation, a calendar
year taxpayer, is completely liquidated on
November 1, 1955, pursuant to a plan of liq-
uidation adopted April 1, 1955. On January 1,
1955, the M Corporation has a deficit in earn-
ings and profits of $100,000. During the period
January 1, 1955, to the date of liquidation,
November 1, 1955, it has earnings and profits
of $10,000. The M Corporation is entitled to a
dividends paid deduction in the amount of
$10,000 as a result of its distribution in com-
plete liquidation on November 1, 1955.

Example 3. The N Corporation, a calendar
year taxpayer, is completely liquidated on
July 1, 1958, pursuant to a plan of liquidation
adopted February 1, 1955. No distributions in
liquidation were made pursuant to the plan
of liquidation adopted February 1, 1955, until
the distribution in complete liquidation on
July 1, 1958. On January 1, 1958, N Corpora-
tion had a deficit in earnings and profits of
$30,000. During the period January 1, 1958, to
the date of liquidation, July 1, 1958, the N
Corporation has earnings and profits of
$5,000. The N Corporation is not entitled to
any deduction for dividends paid as a result
of the distribution in complete liquidation
on July 1, 1958. If the earnings and profits for
the period January 1, 1958, to July 1, 1958,
had been $32,000, the N Corporation would
have been entitled to a deduction for divi-
dends paid in the amount of $2,000.

(2) Special rule—(i) Distributions to cor-
porate shareholders. In the case of
amounts distributed in complete liq-
uidation of a personal holding company
(as defined in section 542) within 24
months after the adoption of a plan of
liquidation, section 562(b)(2) makes a
further exception to the general rule
that a deduction for dividends paid is
permitted only with respect to divi-
dends described in section 316. The ex-
ception referred to in the preceding
sentence applies only to distributions
made in any taxable year of the dis-
tributing corporation beginning after
December 31, 1963. Under the exception,
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the amount of any distribution within
the 24-month period pursuant to the
plan shall be treated as a dividend for
purposes of computing the dividends
paid deduction, but:

(a) Only to the extent that such
amount is distributed to corporate
distributees, and

(b) Only to the extent that such
amount represents such corporate
distributees’ allocable share of undis-
tributed personal holding company in-
come for the taxable year of such dis-
tribution (computed without regard to
section 316(b)(2)(B) and section
562(b)(2)).
Amounts distributed in liquidation in a
transaction which is preceded, or fol-
lowed, by a transfer to another cor-
poration of all or part of the assets of
the liquidating corporation, may not
be eligible for the dividends paid deduc-
tion.

(ii) Corporate distributees’ allocable
share. For purposes of subdivision (i)(b)
of this subparagraph:

(a) Except as provided in (b) of this
subdivision, the corporate distributees’
allocable share of undistributed per-
sonal holding company income for the
taxable year of the distribution (com-
puted without regard to sections
316(b)(2)(B) and 562(b)(2)) shall be deter-
mined by multiplying such undistrib-
uted personal holding company income
by the ratio which the aggregate value
of the stock held by all corporate
shareholders immediately before the
record date of the last liquidating dis-
tribution in such year bears to the
total value of all stock outstanding on
such date. For rules applicable in a
case where the distributing corporation
has more than one class of stock, see
(c) of this subdivision (ii).

(b) If more than one liquidating dis-
tribution was made during the year,
and if, after the record date of the first
distribution but before the record date
of the last distribution, there was a
change in the relative shareholdings as
between corporate shareholders and
noncorporate shareholders, then the
corporate distributees’ allocable share
of undistributed personal holding com-
pany income for the taxable year of the
distributions (computed without regard
to sections 316(b)(2)(B) and 562(b)(2))
shall be determined as follows:

(1) First, allocate the corporation’s
undistributed personal holding com-
pany income for the taxable year
among the distributions made during
such year by reference to the ratio
which the aggregate amount of each
distribution bears to the total amount
of all distributions during such year;

(2) Second, determine the corporate
distributees’ allocable share of the cor-
poration’s undistributed personal hold-
ing company income for each distribu-
tion by multiplying the amount deter-
mined under (1) of this subdivision (b)
for each distribution by the ratio
which the aggregate value of the stock
held by all corporate shareholders im-
mediately before the record date of
such distribution bears to the total
value of all stock outstanding on such
date; and

(3) Last, determine the sum of the
corporate distributees’ allocable share
of the corporation’s undistributed per-
sonal holding company income for all
such distributions.

For rules applicable in a case where the
distributing corporation has more than
one class of stock, see (c) of this sub-
division (ii).

(c) Where the distributing corpora-
tion has more than one class of stock:

(1) The undistributed personal hold-
ing company income for the taxable
year in which, or in respect of which,
the distribution was made shall be
treated as a fund from which dividends
may properly be paid and shall be allo-
cated between or among the classes of
stock in a manner consistent with the
dividend rights of such classes under
local law and the pertinent governing
instruments, such as, for example, the
distributing corporation’s articles or
certificate of incorporation and bylaws;

(2) The corporate distributees’ allo-
cable share of the undistributed per-
sonal holding company income for each
class of stock shall be determined sepa-
rately in accordance with the rules set
forth in (a) and (b) of this subdivision
(ii) as if each class of stock were the
only class of stock outstanding; and

(3) The sum of the corporate
distributees’ allocable share of the un-
distributed personal holding company
income for the taxable year in which,
or in respect of which, the distribution
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was made shall be the sum of the cor-
porate distributees’ allocable share of
the undistributed personal holding
company income for all classes of
stock.

(d) For purposes of this subdivision
(ii), in any case where the record date
of a liquidating distribution cannot be
ascertained, the record date of the dis-
tribution shall be the date on which
the liquidating distribution was actu-
ally made.

(iii) Example. The application of this
subparagraph may be illustrated by the
following example:

Example. O Corporation, a calendar year
taxpayer is completely liquidated on Decem-
ber 31, 1964, pursuant to a plan of liquidation
adopted July 1, 1964. No distributions in liq-
uidation were made pursuant to the plan of
liquidation adopted July 1, 1964, until the
distribution in complete liquidation on De-
cember 31, 1964. O Corporation has undistrib-
uted personal holding company income of
$300,000 for the year 1964 (computed without
regard to section 316(b)(2)(B) and section
562(b)(2)). On December 31, 1964, immediately
before the record date of the distribution in
complete liquidation, P Corporation owns 100
shares of O Corporation’s outstanding stock
and individual A owns the remaining 200
shares. All shares are equal in value. The
amount which represents P Corporation’s al-
locable share of undistributed personal hold-
ing company income is $100,000(100 shares÷300
shares×$300,000), and for purposes of com-
puting the dividends paid deduction, such
amount is treated as a dividend under sec-
tion 562(b)(2) provided that the liquidating
distribution to P Corporation equals or ex-
ceeds $100,000. P Corporation does not treat
the $100,000 distributed to it as a dividend to
which section 301 applies. For an example of
the treatment of the distribution to indi-
vidual A see example 5 of paragraph (e) of
§ 1.316–1.

(iv) Distributions to noncorporate
shareholders. For the rules for deter-
mining the extent to which distribu-
tions in complete liquidation made to
noncorporate shareholders by a per-
sonal holding company are dividends
within the meaning of section 562(a),
see section 316(b)(2)(B) and paragraph
(b)(2) of § 1.316–1.

(c) Special definition of dividend for
nonliquidating distributions by personal
holding companies. Section 316(b)(2)(A)
provides that in the case of a corpora-
tion which, under the law applicable to
the taxable year in which or in respect
of which a distribution is made, is a

personal holding company, the term
dividend (in addition to the general
meaning set forth in section 316(a))
also means a nonliquidating distribu-
tion to its shareholders to the extent of
the corporation’s undistributed per-
sonal holding company income (deter-
mined under section 545 without regard
to such distributions) for the taxable
year in which or in respect of which
the distribution is made. See paragraph
(b)(1) of § 1.316–1.

[T.D. 6949, 33 FR 5529, Apr. 9, 1968, as amend-
ed by T.D. 7767, 46 FR 11265, Feb. 6, 1981]

§ 1.562–2 Preferential dividends.

(a) Section 562(c) imposes a limita-
tion upon the general rule that a cor-
poration is entitled to a deduction for
dividends paid with respect to all divi-
dends which it actually pays during the
taxable year. Before a corporation may
be entitled to any such deduction with
respect to a distribution regardless of
the medium in which the distribution
is made, every shareholder of the class
of stock with respect to which the dis-
tribution is made must betreated the
same as every other shareholder of
that class, and no class of stock may be
treated otherwise than in accordance
with its dividend rights as a class. The
limitation imposed by section 562(c) is
unqualified, except in the case of an ac-
tual distribution made in connection
with a consent distribution (see section
565), if the entire distribution com-
posed of such actual distribution and
consent distribution is not pref-
erential. The existence of a preference
is sufficient to prohibit the deduction
regardless of the fact (1) that such pref-
erence is authorized by all the share-
holders of the corporation or (2) that
the part of the distribution received by
the shareholder benefited by the pref-
erence is taxable to him as a dividend.
A corporation will not be entitled to a
deduction for dividends paid with re-
spect to any distribution upon a class
of stock if there is distributed to any
shareholder of such class (in proportion
to the number of shares held by him)
more or less than his pro rata part of
the distribution as compared with the
distribution made to any other share-
holder of the same class. Nor will a cor-
poration be entitled to a deduction for
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dividends paid in the case of any dis-
tribution upon a class of stock if there
is distributed upon such class of stock
more or less than the amount to which
it is entitled as compared with any
other class of stock. A preference ex-
ists if any rights to preference inherent
in any class of stock are violated. The
disallowance, where any preference in
fact exists, extends to the entire
amount of the distribution and not
merely to a part of such distribution.
As used in this section, the term dis-
tribution includes a dividend as defined
in subchapter C, chapter 1 of the Code,
and a distribution in liquidation re-
ferred to in section 562(b).

(b) The application of the provisions
of section 562(c) may be illustrated by
the following examples:

Example 1. A, B, C, and D are the owners of
all the shares of class A common stock in
the M Corporation, which makes its income
tax returns on a calendar year basis. With
the consent of all the shareholders, the M
Corporation on July 15, 1954, declared a divi-
dend of $5 a share payable in cash on August
1, 1954, to A. On September 15, 1954, it de-
clared a dividend of $5 a share payable in
cash on October 1, 1954, to B, C, and D. No al-
lowance for dividends paid for the taxable
year 1954 is permitted to the M Corporation
with respect to any part of the dividends
paid on August 1, 1954, and October 1, 1954.

Example 2. The N Corporation, which
makes its income tax returns on the cal-
endar year basis, has a capital of $100,000
(consisting of 1,000 shares of common stock
of a par value of $100) and earnings or profits
accumulated after February 28, 1913, in the
amount of $50,000. In the year 1954, the N
Corporation distributes $7,500 in cancellation
of 50 shares of the stock owned by three of
the four shareholders of the corporation. No
deduction for dividends paid is permissible
under section 562(c) and paragraph (a) of this
section with respect to such distribution.

Example 3. The P Corporation has two
classes of stock outstanding, 10 shares of cu-
mulative preferred, owned by E, entitled to
$5 per share and on which no dividends have
been paid for two years, and 10 shares of
common, owned by F. On December 31, 1954,
the corporation distributes a dividend of
$125, $50 to E, and $75 to F. The corporation
is entitled to no deduction for any part of
such dividend paid, since there has been a
preference to F. If, however, the corporation
had distributed $100 to E and $25 to F, it
would have been entitled to include $125 as a
dividend paid deduction.

§ 1.562–3 Distributions by a member of
an affiliated group.

A personal holding company which
files or is required to file a consoli-
dated return with other members of an
affiliated group may be required to file
a separate personal holding company
schedule by reason of the limitations
and exceptions provided in section
542(b) and § 1.542–4. Section 562(d) pro-
vides that in such case the dividends
paid deduction shall be allowed to the
personal holding company, with re-
spect to a distribution made to any
member of the affiliated group, if such
distribution would constitute a divi-
dend if it were made to a shareholder
which is not a member of the affiliated
group.

§ 1.563–1 Accumulated earnings tax.

In the determination of the dividends
paid deduction for purposes of the ac-
cumulated earnings tax imposed by
section 531, a dividend paid after the
close of any taxable year and on or be-
fore the 15th day of the third month
following the close of such taxable year
shall be considered as paid during such
taxable year, and shall not be included
in the computation of the dividends
paid deduction for the year of payment.
However, the rule provided in section
563(a) is not applicable to dividends
paid during the first two and one-half
months of the first taxable year of the
corporation subject to tax under chap-
ter 1 of the Internal Revenue Code of
1954.

§ 1.563–2 Personal holding company
tax.

In the case of a personal holding
company subject to the provisions of
section 541, dividends paid after the
close of the taxable year and before the
15th day of the third month thereafter
shall be included in the computation of
the dividends paid deduction for the
taxable year only if the taxpayer so
elects in its return for such taxable
year. The election shall be made by in-
cluding such dividends in computing
its dividends paid deduction. The
amount of such dividends which may
be included in computing the dividends
paid deduction for the taxable year
shall not exceed either:
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(a) The undistributed personal hold-
ing company income of the corporation
for the taxable year, computed without
regard to this section, or

(b) In the case of a taxable year be-
ginning after December 31, 1969, 20 per-
cent (10 percent, in the case of a tax-
able year beginning before Jan. 1, 1970)
of the sum of the dividends paid during
the taxable year (not including consent
dividends), computed without regard to
this section.
In computing the amount of the divi-
dends paid deduction allowable for any
taxable year, the amount allowed by
reason of section 563(b) for any pre-
ceding taxable year is considered a div-
idend paid in such preceding taxable
year and not in the year of actual dis-
tribution. Thus, a double deduction is
not allowable.

[T.D. 7079, 35 FR 18587, Dec. 8, 1970]

§ 1.563–3 Dividends considered as paid
on last day of taxable year.

(a) General rule. Where a distribution
made after the close of the taxable
year is considered as paid during such
taxable year, for purposes of applying
section 562(a) the distribution shall be
considered as made on the last day of
such taxable year.

(b) Personal holding company tax. In
the case of a corporation which under
the law applicable to the taxable year
in respect of which a distribution is
made under section 563(b) and § 1.563–2
is a personal holding company under
the law applicable to such taxable
year, section 316(b)(2) provides that the
term dividend means (in addition to
the general rule under section 316(a))
any distribution to the extent of the
corporation’s undistributed personal
holding company income (determined
under section 545 without regard to dis-
tributions under section 316(b)(2)) for
such year. See paragraph (b) of § 1.316–
1.

(c) Dividends paid on or before Decem-
ber 15, 1955. The Act of June 15, 1955
(Public Law 74, 84th Cong., 69 Stat.
136), repealed sections 452 and 462 of the
Code, relating to prepaid income and
reserve for estimated expenses. Under
section 4(c)(4) of that Act, dividends
paid after the 15th day of the third
month following the close of the tax-
able year and on or before December 15,

1955, may be treated as having been
paid on the last day of the taxable year
for purposes of the accumulated earn-
ings tax or the personal holding com-
pany tax and in the case of regulated
investment companies, but only to the
extent that such dividends are attrib-
utable to an increase in taxable income
for the taxable year by reason of the
repeal of sections 452 and 462. See para-
graph (b) of § 1.9000–8, relating to treat-
ment of certain dividends, prescribed
pursuant to section 4(c)(4) of the Act of
June 15, 1955.

§ 1.564–1 Dividend carryover.
(a) General rule. The dividend carry-

over from the two preceding years, al-
lowable only to personal holding com-
panies, is includible in the dividends
paid deduction under section 561. It is
computed as follows:

(1) If, for each of the preceding two
years, the deduction for dividends paid
under section 561 (determined without
regard to the dividend carryover to
each such year) exceeds the taxable in-
come (adjusted as provided in section
545 for purposes of determining undis-
tributed personal holding company in-
come) then the dividend carryover to
the taxable year is the sum of both
such excess amounts.

(2) If the deduction for dividends paid
under section 561 for the second pre-
ceding year (determined without re-
gard to the dividend carryover to such
year) exceeds the taxable income for
such year (adjusted as provided in sec-
tion 545), and if the taxable income for
the first preceding year (as so adjusted)
exceeds the dividends paid deduction
for such first preceding year (as so de-
termined), then the dividend carryover
to the taxable year shall be such excess
amount for the second preceding year,
less such excess amount for the first
preceding year.

(3) If for the first preceding year the
deduction for dividends paid under sec-
tion 561 (determined without regard to
the dividend carryover to such year)
exceeds the taxable income (adjusted
as provided in section 545) for such
year, and such excess is not present in
the second preceding year, then the
dividend carryover to the taxable year
shall be such excess amount for the
first preceding year.
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(b) Dividend carryover from year in
which taxpayer was not a personal hold-
ing company. In computing the dividend
carryover, the taxable income as ad-
justed under section 545 of any pre-
ceding taxable year shall be deter-
mined as if the corporation was, under
the law applicable to such taxable
year, a personal holding company.

(c) Dividend carryover from year in
which taxpayer was subject to 1939 Code.
In a case where the first or the second
preceding taxable year began before
the taxpayer’s first taxable year under
the Internal Revenue Code of 1954, the
amount of the dividend carryover shall
be determined under the Internal Rev-
enue Code of 1939.

(d) Statement to be filed with return.
Every corporation claiming a dividend
carryover for any taxable year shall
file with its return for such year a con-
cise statement setting forth the
amount of the dividend carryover
claimed and all material and pertinent
facts relative thereto, including a de-
tailed schedule showing the computa-
tion of the dividend carryover claimed.

(e) Computation of dividend carryover.
The computation of the dividend carry-
over may be illustrated by the fol-
lowing examples:

Example 1. The X Corporation, which files
its income tax returns on the calendar year
basis, has taxable income, adjusted as re-
quired by section 545, in the amount of
$110,000 and has a dividends paid deduction of
$150,000 for the year 1954. For 1955, its taxable
income, adjusted as required by section 545,
is $200,000 and its dividends paid deduction is
$300,000. The dividend carryover to the year
1956 is $140,000, computed as follows:
Dividends paid deduction for 1954 ...................... $150,000
Taxable income for 1954 ..................................... 110,000

Dividend carryover from 1954 ............................. 40,000

Dividends paid deduction for 1955 ...................... 300,000
Taxable income for 1955 ..................................... 200,000

Dividend carryover from 1955 ............................. 100,000

Dividend carryover for 2 preceding taxable
years, allowable as a deduction for the year
1956 ................................................................. 140,000

Example 2. The Y Corporation, which files
its income tax returns on the calendar year
basis, has taxable income, adjusted as re-
quired by section 545, in the amount of
$100,000 and has a dividends paid deduction of
$150,000 for the year 1954. For 1955, its taxable
income, adjusted as required by section 545,
is $200,000 and its dividends paid deduction is

$170,000. The dividend carryover to the year
1956 is $20,000 computed as follows:
Dividends paid deduction for 1954 ...................... $150,000
Taxable income for 1954 ..................................... 100,000

Dividend carryover from 1954 ............................. 50,000

Taxable income for 1955 ..................................... 200,000
Dividends paid deduction for 1955 ...................... 170,000

Excess of taxable income over dividends paid
deduction .......................................................... 30,000

Dividend carryover for second preceding taxable
year, allowable as a deduction for the year
1956 ................................................................. 20,000

§ 1.565–1 General rule.

(a) Consent dividends. The dividends
paid deduction, as defined in section
561, includes the consent dividends for
the taxable year. A consent dividend is
a hypothetical distribution (as distin-
guished from an actual distribution)
made by:

(1) A corporation that has a reason-
able basis to believe that it is subject
to the accumulated earnings tax im-
posed in part I of subchapter G, chapter
1 of the Code, or

(2) A corporation described in part II
(personal holding companies or a cor-
poration with adjusted income from
rents described in section 543(a)(2)(A)
which utilizes the consent dividends
described in section 543(a)(2)(B)(iii) to
avoid personal holding company sta-
tus) or part III (foreign personal hold-
ing companies) of subchapter G or in
part I (regulated investment compa-
nies) or part II (real estate investment
trusts) of subchapter M, chapter 1 of
the Code.

A consent dividend may be made by a
corporation described in this paragraph
to any person who owns consent stock
on the last day of the taxable year of
such corporation and who agrees to
treat the hypothetical distribution as
an actual dividend, subject to the limi-
tations in section 565, § 1.565–2, and
paragraph (c)(2) of this section, by fil-
ing a consent at the time and in the
manner specified in paragraph (b) of
this section.

(b) Making and filing of consents. (1) A
consent shall be made on Form 972 in
accordance with this section and the
instructions on the form issued there-
with. It may be made only by or on be-
half of a person who was the actual
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owner on the last day of the corpora-
tion’s taxable year of any class of con-
sent stock, that is, the person who
would have been required to include in
gross income any dividends on such
stock actually distributed on the last
day of such year. Form 972 shall con-
tain or be verified by a written declara-
tion that it is made under the penalties
of perjury. In the consent such person
must agree to include in gross income
for his taxable year in which or with
which the taxable year of the corpora-
tion ends a specific amount as a tax-
able dividend.

(2) See paragraph (c) of this section
and § 1.565–2 for the rules as to when all
or a portion of the amount so specified
will be disregarded for tax purposes.

(3) A consent may be filed at any
time not later than the due date of the
corporation’s income tax return for the
taxable year for which the dividends
paid deduction is claimed. With such
return, and not later than the due date
thereof, the corporation must file
Forms 972 duly executed by each con-
senting shareholder, and a return on
Form 973 showing by classes the stock
outstanding on the first and last days
of the taxable year, the dividend rights
of such stock, distributions made dur-
ing the taxable year to shareholders,
and giving all the other information re-
quired by the form. Form 973 shall con-
tain or be verified by a written declara-
tion that is made under the penalties
of perjury.

(c) Taxability of amounts specified in
consents. (1) The filing of a consent is
irrevocable, and except as otherwise
provided in section 565(b), § 1.565–2, and
paragraph (c)(2) of this section, the full
amount specified in a consent filed by
a shareholder of a corporation de-
scribed in paragraph (a) of this section
shall be included in the gross income of
the shareholder as a taxable dividend.
Where the shareholder is taxable on a
dividend only if received from sources
within the United States, the amount
specified in the consent of the share-
holder shall be treated as a dividend
from sources within the United States
in the same manner as if the dividend
has been paid in money to the share-
holder on the last day of the corpora-
tion’s taxable year. See paragraph (b)
of this section relating to the making

and filing of consents, and section
565(e) and § 1.565–5, with respect to the
payment requirement in the case of
nonresident aliens and foreign corpora-
tions.

(2) To the extent that the Commis-
sioner determines that the corporation
making a consent dividend is not a cor-
poration described in paragraph (a) of
this section, the amount specified in
the consent is not a consent dividend
and the amount specified in the con-
sent will not be included in the gross
income of the shareholder. In addition,
where a corporation is described in
paragraph (a)(1) but not paragraph
(a)(2) of this section, to the extent that
the Commissioner determines that the
amount specified in a consent is larger
than the amount of earnings subject to
the accumulated earnings tax imposed
by part I of subchapter G, such excess
is not a consent dividend under para-
graph (a) of this section and will not be
included in the gross income of the
shareholder.

(3) Except as provided in section
565(b), § 1.565–2 and paragraph (c)(2) of
this section, once a shareholder’s con-
sent is filed, the full amount specified
in such consent must be included in the
shareholder’s gross income as a taxable
dividend, and the ground upon which a
deduction for consent dividends is de-
nied the corporation does not affect the
taxability of a shareholder whose con-
sent has been filed for the amount
specified in the consent. For example,
although described in part I, II, or III
of subchapter G, or part I or II of sub-
chapter M, chapter 1 of the Code, the
corporation’s taxable income (as ad-
justed under section 535(b), 545(b),
556(b), 852(b)(2), or 857(b)(2), as appro-
priate) may be less than the total of
the consent dividends.

(4) A shareholder who is a non-
resident alien or a foreign corporation
is taxable on the full amount of the
consent dividend that otherwise quali-
fies under this section even though
that payment has not been made as re-
quired by section 565(e) and § 1.565–5.

(5) Income of a foreign corporation is
not subject to the tax on accumulated
earnings under part I of subchapter G,
chapter 1 of the Code except to the ex-
tent of U.S. source income, adjusted as
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permitted under section 535. See sec-
tion 535 (b) and (d) and § 1.535–1(b).
Therefore, foreign source earnings
(other than those distributions subject
to resourcing under section 535(d)) of a
foreign corporation that is not de-
scribed in paragraph (a)(2) of this sec-
tion cannot qualify for consent divi-
dend treatment. Accordingly, a consent
dividend made by a foreign corporation
described in paragraph (a)(1) of this
section shall not be effective with re-
spect to all of the corporation’s earn-
ings, but shall relate solely to earnings
which would have been, in the absence
of the consent dividend, subject to the
accumulated earnings tax.

[T.D. 8244, 54 FR 10538, Mar. 14, 1989]

§ 1.565–2 Limitations.
(a) General rule. Amounts specified in

consents filed by shareholders or other
beneficial owners of a corporation de-
scribed in § 1.565–1(a) are not treated as
consent dividends to the extent that—

(1) They would constitute a pref-
erential dividend or

(2) They would not constitute a divi-
dend (as defined in section 316),
if distributed in money to shareholders
on the last day of the taxable year of
the corporation. If any portion of any
amount specified in a consent filed by
a shareholder of a corporation de-
scribed in the preceding sentence is not
treated as a consent dividend under
section 565(b) and this section, it is dis-
regarded for all tax purposes. For ex-
ample, it is not taxable to the con-
senting shareholder, and paragraph (c)
of § 1.565–1 is not applicable to this por-
tion of the amount specified in the con-
sent.

(b) Preferential Distribution. (1) A pref-
erential distribution is an actual dis-
tribution, or a consent distribution, or
a combination of the two, which in-
volves a preference to one or more
shares of stock as compared with other
shares of the same class or to one class
of stock as compared with any other
class of stock. See section 562(c) and
§ 1.562–2.

(2) The application of section 565 (b)
(1) and § 1.565–2 (b) may be illustrated
by the following examples:

Example 1. The X Corporation, a personal
holding company, which makes its income

tax returns on the calendar year basis, has
200 shares of stock outstanding, owned by A
and B in equal amounts. On December 15,
1987, the corporation distributes $600 to B
and $100 to A. As a part of the same distribu-
tion, A executes a consent to include $500 in
his gross income as a taxable dividend al-
though such amount is not distributed to
him. The X Corporation, assuming the other
requirements of section 565 have been com-
plied with, is entitled to a consent dividends
deduction of $500. Although the consent divi-
dend is deemed to have been paid on Decem-
ber 31, 1987, the last day of the taxable year
of the corporation, the total amount of all
distributions constitutes a single nonpref-
erential distribution of $1200.

Example 2. The Y corporation, a personal
holding company, which makes its income
tax returns on the calendar year basis, has
one class of consent stock outstanding,
owned in equal amounts by A, B, and C. If A
and B each receive a distribution in cash of
$5,000 and C consents to include $3,000 in
gross income as a taxable dividend, the com-
bined actual and consent distribution of
$13,000 is preferential. See section 562 (c) and
§ 1.562–2 (a). Similarly, if no one receives a
distribution in cash, but A and B each con-
sents to include $5,000 as a taxable dividend
in gross income and C agrees to include only
$3,000, the entire consent distribution is pref-
erential.

Example 3. The Z Corporation, which makes
its income tax returns on the calendar year
basis and is subject, for the taxable year in
question, to the accumulated earnings tax,
has only two classes of stock outstanding,
each class being consent stock and con-
sisting of 500 shares. Class A, with a par
value of $40 per share, is entitled to two-
thirds of any distribution of earnings and
profits. Class B, with a par value of $20 per
share, is entitled to one-third of any dis-
tribution of earnings and profits. On Decem-
ber 15, 1987, there is distributed on the class
B stock $2 per share, or $1,000, and share-
holders of the class A stock consent to in-
clude in gross income amounts equal to $2
per share, or $1,000. The entire distribution
of $2,000 is preferential, inasmuch as the
class B stock has received more than its pro
rata share of the combined amounts of the
actual distributions and the consent dis-
tributions.

(c) Section 316 Limitation. (1) An addi-
tional limitation under section 565 (b)
is that the amounts specified in con-
sents which may be treated as consent
dividends cannot exceed the amounts
which would constitute a dividend (as
defined in section 316) if the corpora-
tion had distributed the total specified
amounts in money to shareholders on
the last day of the taxable year of the
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corporation. If only a portion of such
total would constitute a dividend, then
only a corresponding portion of each
specified amount is treated as a con-
sent dividend.

(2) The application of section 565 (b)
(2) and § 1.565–2 (c) may be illustrated
by the following example:

Example. The X Corporation, a corporation
described in § 1.565–(a) (1) or (2), which makes
its income tax returns on the calendar year
basis, has only one class of stock out-
standing, owned in equal amounts by A and
B. It makes no distributions during the tax-
able year 1987. Its earnings and profits for
the calendar year 1987 amount to $8,000,
there being at the beginning of such year no
accumulated earnings or profits. A and B
execute proper consents to include $5,000
each in their gross income as a dividend re-
ceived by them on December 31, 1987. The
sum of the amounts specified in the consents
executed by A and B is $10,000, but if $10,000
had actually been distributed by the X cor-
poration on December 31, 1987, only $8,000
would have constituted a dividend under sec-
tion 316 (a). The amount which could be con-
sidered as consent dividends in computing
the dividends paid deduction for purposes of
the accumulated earnings tax is limited to
$8,000, or $4,000 of the $5,000 specified in each
consent. The remaining $1,000 in each con-
sent is disregarded for all tax purposes. (In
the case of a personal holding company, see
also the example in § 1.565–3(b).)

[T.D. 8244, 54 FR 10539, Mar. 14, 1989]

§ 1.565–3 Effect of consent.
(a) General Rule. The amount of the

consent dividend that is described in
paragraph (a) of § 1.565–1 shall be con-
sidered, for all purposes of the Code, as
if it were distributed in money by the
corporation to the shareholder on the
last day of the taxable year of the cor-
poration, received by the shareholder
on such day, and immediately contrib-
uted by the shareholder as paid-in cap-
ital to thecorporation on such day.
Thus, the amount of the consent divi-
dend will be treated by the shareholder
as a dividend. The shareholder will be
entitled to the dividends received de-
duction under section 243 or 245 with
respect to such consent dividend. The
basis of the shareholder’s consent
stock in a corporation will be increased
by the amount thus treated in his
hands as a dividend which he is consid-
ered as having contributed to the cor-
poration as paid-in capital. The

amount of the current dividend will
also be treated as a dividend received
from sources within the United States
in the same manner as if the dividend
had been paid in money to the share-
holders. Among other effects of the
consent dividend, the earnings and
profits of the corporation will be de-
creased by the amount of the consent
dividends. Moreover, if the shareholder
is a corporation, its accumulated earn-
ings and profits will be increased by
the amount of the consent dividend
with respect to which it makes a con-
sent.

(b) Example. The application of sec-
tion 565 (c) may be illustrated by the
following example:

Example. Corporation A, a personal holding
company and a calendar year taxpayer, has
one shareholder, individual B, whose consent
to include $10,000 in his gross income for the
calendar year 1987 has been timely filed. A
has $8,000 of earnings and profits at the be-
ginning of 1987. A has $10,000 of undistributed
personal holding company income (deter-
mined without regard to distributions under
section 316(b)(2)) for 1987. B must include
$10,000 in his gross income as a taxable in-
come and is treated as having immediately
contributed $10,000 to A as paid-in capital.
See section 316(b)(2).

[T.D. 8244, 54 FR 10540, Mar. 14, 1989]

§ 1.565–4 Consent dividends and other
distributions.

Section 565(d) provides a rule applica-
ble where a distribution is made in part
in consent dividends and in part in
money or other property. With respect
to such a distribution the entire
amount specified in the consents and
the amount of such money or other
property shall be considered together.
Thus, if as a part of the same distribu-
tion consents are filed by some of the
shareholders and cash is distributed to
other shareholders, for example, those
who may be unwilling to sign consents,
the total amount of the cash and the
amounts specified in the consents will
be viewed as a single distribution to de-
termine the tax effects of such dis-
tribution. For example, the total of
such amounts must be considered to
determine whether the distribution (in-
cluding the amounts specified in the
consents) is preferential and whether
any part of such distribution would not
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be dividends if the total amounts speci-
fied in the consents were distributed in
cash. See paragraph (b)(2) of § 1.565–2
for examples illustrating the treatment
of distributions which consist in part
of consent dividends and in part of
other property.

§ 1.565–5 Nonresident aliens and for-
eign corporations.

(a) Withholding. In the event that a
corporation makes a consent dividend,
as described in § 1.565–1 (a), to a share-
holder that is subject to a withholding
tax under section 1441 or 1442 on a dis-
tribution of cash or other property, the
corporation must remit an amount of
tax equal to the withholding tax that
would be imposed under section 1441 or
1442 if an actual cash distribution equal
to the consent dividend had been paid
to the shareholder on the last day of
the corporation’s taxable year. Such
payment must be in one of the fol-
lowing forms:

(1) Cash,
(2) United States postal money order,
(3) Certified check drawn on a domes-

tic bank, provided that the law of the
place where the bank is located does
not permit the certification to be re-
scinded prior to presentation,

(4) A cashier’s check of a domestic
bank, or

(5) A draft on a domestic bank or a
foreign bank maintaining a United
States agency or branch and payable in
United States funds.
The amount of such payment shall be
credited against the tax imposed on the
shareholder.

[T.D. 8244, 54 FR 10540, Mar. 14, 1989]

§ 1.565–6 Definitions.
(a) Consent stock. (1) The term consent

stock includes what is generally known
as common stock. It also includes par-
ticipating preferred stock, the partici-
pation rights of which are unlimited.

(2) The definition of consent stock
may be illustrated by the following ex-
ample:

Example. If in the case of the X Corpora-
tion, a personal holding company, there is
only one class of stock outstanding, it would
all be consent stock. If, on the other hand,
there were two classes of stock, class A and
class B, and class A was entitled to 6 percent
before any distribution could be made on

class B, but class B was entitled to every-
thing distributed after class A had received
its 6 percent, only class B stock would be
consent stock. Similarly, if class A, after re-
ceiving its 6 percent, was to participate
equally or in some fixed proportion with
class B until it had received a second 6 per-
cent, after which class B alone was entitled
to any further distributions, only class B
stock would be consent stock. The same re-
sult would follow if the order of preferences
were class A 6 percent, then class B 6 per-
cent, then class A a second 6 percent, either
alone or in conjunction with class B, then
class B the remainder. If, however, class A
stock is entitled to ultimate participation
without limit as to amount, then it, too,
may be consent stock. For example, if class
A is to receive 3 percent and then share
equally or in some fixed proportion with
class B in the remainder of the earnings or
profits distributed, both class A stock and
class B stock are consent stock.

(b) Preferred dividends. (1) The term
preferred dividends includes all fixed
amounts (whether determined by per-
centage of par value, a stated return
expressed in a certain number of dol-
lars per share, or otherwise) the dis-
tribution of which on any class of
stock is a condition precedent to a fur-
ther distribution of earnings or profits
(not including a distribution in partial
or complete liquidation). A distribu-
tion, though expressed in terms of a
fixed amount, is not a preferred divi-
dend, however, unless it is preferred
over a subsequent distribution within
the taxable year upon some class or
classes of stock other than one on
which it is payable.

(2) The definition of preferred divi-
dends may be illustrated by the fol-
lowing example:

Example. If, in the case of the X Corpora-
tion, there are only two classes of stock out-
standing, class A and class B, and class A is
entitled to a distribution of 6 percent of par,
after which the balance of the earnings and
profits are distributable on class B exclu-
sively, class A’s 6 percent is a preferred divi-
dend. If the order of preferences is class A $6
per share, class B $6 per share, then class A
and class B in fixed proportions until class A
receives $3 more per share, then class B the
remainder, all of class A’s $9 per share and $6
per share of the amount distributable on
class B are preferred dividends. The amount
which class B is entitled to receive in con-
junction with the payment to class A of its
last $3 per share is not a preferred dividend,
because the payment of such amount is pre-
ferred over no subsequent distribution except
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one made on class B itself. Finally, if a dis-
tribution must be $6 on class A, $6 on class
B, then on class A and class B share and
share alike, the distribution on class A of $6
and the distribution on class B of $6 are both
preferred dividends.

[54 FR 10540, Mar. 14, 1989]

BANKING INSTITUTIONS

RULES OF GENERAL APPLICATION TO
BANKING INSTITUTIONS

§ 1.581–1 Banks.
(a) In order to be a bank as defined in

section 581, an institution must be a
corporation for federal tax purposes.
See § 301.7701–2(b) of this chapter for
the definition of a corporation.

(b) This section is effective as of Jan-
uary 1, 1997.

[T.D. 8697, 61 FR 66588, Dec. 18, 1996]

§ 1.581–2 Mutual savings banks, build-
ing and loan associations, and coop-
erative banks.

(a) While the general principles for
determining the taxable income of a
corporation are applicable to a mutual
savings bank, a building and loan asso-
ciation, and a cooperative bank not
having capital stock represented by
shares, there are certain exceptions
and special rules governing the com-
putation in the case of such institu-
tions. See section 593 for special rules
concerning reserves for bad debts. See
section 591 and § 1.591–1, relating to
dividends paid by banking corpora-
tions, for special rules concerning de-
ductions for amounts paid to, or cred-
ited to the accounts of, depositors or
holders of withdrawable accounts as
dividends. See also section 594 and
§ 1.594–1 for special rules governing the
taxation of a mutual savings bank con-
ducting a life insurance business.

(b) For the purpose of computing the
net operating loss deduction provided
in section 172, any taxable year for
which a mutual savings bank, building
and loan association, or a cooperative
bank not having capital stock rep-
resented by shares was exempt from
tax shall be disregarded. Thus, no net
operating loss carryover shall be al-
lowed from a taxable year beginning
before January 1, 1952, and, in the case
of any taxable year beginning after De-
cember 31, 1951, the amount of the net

operating loss carryback or carryover
from such year shall not be reduced by
reference to the income of any taxable
year beginning before January 1, 1952.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8697,
61 FR 66588, Dec. 18, 1996]

§ 1.581–3 Definition of bank prior to
September 28, 1962.

Prior to September 28, 1962, for pur-
poses of sections 582 and 584, the term
bank means a bank or trust company
incorporated and doing business under
the laws of the United States (includ-
ing laws relating to the District of Co-
lumbia), of any State, or of any Terri-
tory, a substantial part of the business
of which consists of receiving deposits
and making loans and discounts, or of
exercising fiduciary powers similar to
those permitted to national banks
under section 11(k) of the Federal Re-
serve Act (38 Stat. 262; 12 U.S.C. 248(k)),
and which is subject by law to super-
vision and examination by State, Ter-
ritorial, or Federal authority having
supervision over banking institutions.
Such term also means a domestic
building and loan association.

[T.D. 6651, 28 FR 4950, May 17, 1963]

§ 1.582–1 Bad debts, losses, and gains
with respect to securities held by fi-
nancial institutions.

(a) Bad debt deduction for banks. A
bank, as defined in section 581, is al-
lowed a deduction for bad debts to the
extent and in the manner provided by
subsections (a), (b), and (c) of section
166 with respect to a debt which has be-
come worthless in whole or in part and
which is evidenced by a security (a
bond, debenture, note, certificate, or
other evidence of indebtedness to pay a
fixed or determinable sum of money)
issued by any corporation (including
governments and their political sub-
divisions), with interest coupons or in
registered form.

(b) Worthless stock in affiliated bank.
For purposes of section 165(g)(1), relat-
ing to the deduction for losses involv-
ing worthless securities, if the tax-
payer is a bank (as defined in section
581) and owns directly at least 80 per-
cent of each class of stock of another
bank, stock in such other bank shall
not be treated as a capital asset.
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(c) Pre-1970 sales and exchanges of
bonds, etc., by banks. For taxable years
beginning before July 12, 1969, with re-
spect to the taxation under subtitle A
of the Code of a bank (as defined in sec-
tion 581), if the losses of the taxable
year from sales or exchanges of bonds,
debentures, notes, or certificates, or
other evidences of indebtedness, issued
by any corporation (including one
issued by a government or political
subdivision thereof), exceed the gains
of the taxable year from such sales or
exchanges, no such sale or exchange
shall be considered a sale or exchange
of a capital asset.

(d) Post-1969 sales and exchanges of se-
curities by financial institutions. For tax-
able years beginning after July 11, 1969,
the sale or exchange of a security is
not considered the sale or exchange of
a capital asset if such sale or exchange
is made by a financial institution to
which any of the following sections ap-
plies: Section 585 (relating to banks),
586 (relating to small business invest-
ment companies and business develop-
ment corporations), or 593 (relating to
mutual savings banks, domestic build-
ing and loan associations, and coopera-
tive banks). This paragraph shall apply
to determine the character of gain or
loss from the sale or exchange of a se-
curity notwithstanding any other pro-
vision of subtitle A of the Code, such as
section 1233 (relating to short sales).
However, this paragraph shall have no
effect in the determination of whether
a security is a capital asset under sec-
tion 1221 for purposes of applying any
other provision of the Code, such as
section 1232 (relating to original issue
discount). For purposes of this para-
graph, a security is a bond, debenture,
note, or certificate or other evidence of
indebtedness, issued by any person. See
paragraphs (e) and (f) of this section for
special transitional rules applicable,
respectively, to banks and to small
business investment companies and
business development corporations.

(e) Transition rule for qualifying securi-
ties held by banks—(1) In general. Not-
withstanding the provisions of para-
graph (d) of this section, if the net
long-term capital gain from sales and
exchanges of qualifying securities ex-
ceeds the net short-term capital loss
from such sales and exchanges in any

taxable year beginning after July 11,
1969, such excess shall be treated as
long-term capital gain, but in an
amount not to exceed the net gain
from sales and exchanges of securities
in such year. For purposes of com-
puting such net gain, a capital loss car-
ried to the taxable year under section
1212 shall not be taken into account.
See section 1222 and the regulations
thereunder for definitions of the terms
net long-term capital gain and net short-
term capital loss. For purposes of this
paragraph:

(i) The term security means a security
within the meaning of paragraph (d) of
this section.

(ii) The term qualifying security
means a security which is held by the
bank on July 11, 1969, and continuously
thereafter until it is first sold or ex-
changed by the bank.
See also subparagraph (4) of this para-
graph for rules under which the time
certain securities are held is deemed to
include a period of time determined
under section 1223 (1) and (2) with re-
spect to such security.

(2) Computation of capital gain or loss.
For purposes of this paragraph, the
amount of gain or loss from the sale or
exchange of a qualifying security treat-
ed as capital gain or loss is determined
by multiplying the amount of gain or
loss recognized from such sale or ex-
change by a fraction the numerator of
which is the number of days before
July 12, 1969, that such security was
held by the bank and the denominator
of which is the sum of the number of
days included in the numerator and the
number of days the security was held
by the bank after July 11, 1969.

(3) Special rules. For purposes of sub-
paragraphs (1) and (2) of this para-
graph, the following items are not
taken into account:

(i) Any amount treated as original
issue discount under section 1232, and

(ii) Any amount which, without re-
gard to section 582(c) and this section,
would be treated as gain or loss from
the sale or exchange of property which
is not a capital asset, such as an
amount which is realized from the sale
or exchange of a security which is held
by a bank as a dealer in securities.

(4) Holding period in certain cases. For
purposes of this paragraph:
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(i) The time a security received in an
exchange is deemed to have been held
by a bank includes a period of time de-
termined under section 1223(1) with re-
spect to such security.

(ii) The time a security transferred
to a bank from another bank is deemed
to have been held by the transferee
bank includes a period of time deter-
mined under section 1223(2) with re-
spect to such security.
For example, if a bank on December 3,
1972, surrendered an obligation of the
United States which it held as a capital
asset on July 11, 1969, in a transaction
to which section 1037 applied, the time
during which the newly received obli-
gation is deemed to have been held in-
cludes the time during which the sur-
rendered obligation was deemed to
have been held by the bank. Because
the surrendered obligation was held on
July 11, 1969, the newly acquired obli-
gation is deemed to have been held on
that date and is a qualifying security.
The period during which the surren-
dered obligation is deemed to have
been held is taken into account in com-
puting the fraction determined under
subparagraph (2) of this paragraph with
respect to the newly received obliga-
tion.

(5) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. Bank A, a calendar year tax-
payer, purchased a qualifying security on
July 14, 1968, and held it to maturity on Au-
gust 20, 1970, when it was redeemed. The re-
demption resulted in a taxable gain of
$10,000. The security was held by the bank for
363 days before July 12, 1969, and for a total
of 768 days. During the taxable year, the
bank had no other gains and no losses from
sales or exchanges of qualifying securities,
but had a net loss of $4,000 from sales of secu-
rities other than qualifying securities. The
portion of the gain from the redemption of
the qualifying security treated as capital
gain under subparagraph (2) of this para-
graph is $4,726.56 (363/768×$10,000). Because the
net gain of the taxable year from sales and
exchanges of securities, $6,000
($10,000¥$4,000), exceeds the portion of the
gain on the sale of the qualifying security
treated as capital gain under this paragraph,
$4,726.56 is treated as long-term capital gain
on the sale of the qualifying security for the
taxable year.

Example 2. Assume the same facts as in ex-
ample 1, except that the bank’s net loss of

the taxable year from the sale of securities
other than qualifying securities was $7,000.
The amount considered as long-term capital
gain under this paragraph is limited by the
amount of gain on the sale of securities to
$3,000 ($10,000¥$7,000).

(f) Small business investment companies
and business development corporations—
(1) Election. In the case of a small busi-
ness investment company or a business
development corporation, described in
section 586(a), section 582(c) does not
apply for taxable years beginning after
July 11, 1969, and before July 11, 1974,
unless the taxpayer elects that such
section shall apply. In the case of a
small business investment company,
see paragraph (a)(1) of § 1.1243–1 if such
an election is made, but see paragraph
(a)(2) of § 1.1243–1 if such an election is
not made. Such election applies to all
such taxable years and, except as pro-
vided in subparagraph (3) of this para-
graph, is irrevocable. Such election
must be made not later than (i) the
time, including extensions thereof, pre-
scribed by law for filing the taxpayer’s
income tax return for its first taxable
year beginning after July 11, 1969, or
(ii) June 8, 1970, whichever is later.

(2) Manner of making election. An elec-
tion pursuant to the provisions of this
paragraph is made by the taxpayer by
a written statement attached to the
taxpayer’s income tax return (or an
amended return) for its first taxable
year beginning after July 11, 1969. Such
statement shall indicate that the elec-
tion is made pursuant to section 433(d)
of the Tax Reform Act of 1969 (83 Stat.
624). The taxpayer shall attach to its
income tax return for each subsequent
taxable year to which such election is
applicable a statement indicating that
the election has been made and the
amount to which it applies for such
year.

(3) Revocation of election. An election
made pursuant to subparagraph (2) of
this paragraph shall be irrevocable un-
less:

(i) A written application for consent
to revoke the election, setting forth
the reasons therefor, is filed with the
Commissioner within 90 days after the
permanent regulations relating to sec-
tion 433(d)(2) of the Tax Reform Act of
1969 (83 Stat. 624) are filed with the Of-
fice of the Federal Register, and
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(ii) The Commissioner consents to
the revocation.

The revocation is effective for all tax-
able years to which the election ap-
plied.

[T.D. 7171, 37 FR 5620, Mar. 17, 1972; 37 FR
6400, Mar. 29, 1972]

§ 1.584–1 Common trust funds.

(a) Method of taxation. A common
trust fund maintained by a bank is not
subject to taxation under this chapter
and is not considered a corporation. Its
participants are taxed on their propor-
tionate share of income from the com-
mon trust fund.

(b) Conditions for qualification. (1) For
a fund to be qualified as a common
trust fund it must be maintained by a
bank (as defined in section 581) in con-
formity with the rules and regulations
of the Comptroller of the Currency, ex-
clusively for the collective investment
and reinvestment of contributions to
the fund by the bank. The bank may ei-
ther act alone or with one or more
other fiduciaries, but it must act solely
in its capacity as one or a combination
of the following: (i) As a trustee of a
trust created by will, deed, agreement,
declaration of trust, or order of court;
(ii) as an executor of a will or as an ad-
ministrator of an estate; (iii) as a
guardian (by whatever name known
under local law) of the estate of an in-
fant, of an incompentent individual, or
of an absent individual; or (iv) on or
after October 3, 1976, as a custodian of
a UniformGifts to Minors account. A
Uniform Gifts to Minors account is an
account established pursuant to a
State law substantially similar to the
Uniform Gifts to Minors Act. (See the
Uniform Gifts to Minors Act of 1956 or
the Uniform Gifts to Minors Act of
1966, as published by the National Con-
ference of Commissioners on Uniform
State Laws.) The Commissioner will
publish a list of the States whose laws
he determines to be substantially simi-
lar to such uniform acts. A bank that
maintains a Uniform Gifts to Minors
Act account must establish, to the sat-
isfaction of the Commissioner or his
delegate, that with respect to the ac-
count the bank has duties and respon-
sibilities similar to the duties and re-
sponsibilities of a trustee or guardian.

(2) A common trust fund may be a
participant in another common trust
fund.

(c) Affiliated groups. For taxable years
beginning after December 31, 1975, two
or more banks that are members of the
same affiliated group (within the
meaning of section 1504) are treated,
for purposes of section 584, as one bank
for the period of their affiliation. A
common trust fund may be maintained
by one or by more than one member of
an affiliated group. Any member of the
group may, but need not, contribute to
the fund. Further, for purposes of this
paragraph, members of an affiliated
group may be, but need not be, co-
trustees of the common trust fund.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7935, 49 FR 1694, Jan. 13,
1984]

§ 1.584–2 Income of participants in
common trust fund.

(a) Each participant in a common
trust fund is required to include in
computing its taxable income for its
taxable year within which or with
which the taxable year of the fund
ends, whether or not distributed and
whether or not distributable:

(1) Its proportionate share of short-
term capital gains and losses, com-
puted as provided in § 1.584–3;

(2) Its proportionate share of long-
term capital gains and losses, com-
puted as provided in § 1.584–3; and

(3) Its proportionate share of the or-
dinary taxable income or the ordinary
net loss of the common trust fund,
computed as provided in § 1.584–3.

(b) Any tax withheld at the source
from income of the fund (e.g., under
section 1441) is deemed to have been
withheld proportionately from the par-
ticipants to whom such income is allo-
cated.

(c)(1) The proportionate share of each
participant’s short-term capital gains
and losses, long-term capital gains and
losses, ordinary taxable income or ordi-
nary net loss, dividends and interest
received, and tax withheld at the
source shall be determined under the
method of accounting adopted by the
bank in accordance with the written
plan by which the common trust fund
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is established and administered, pro-
vided such method clearly reflects the
income of each participant.

(2) Items of income and deductions
shall be allocated to the periods be-
tween valuation dates established by
the plan within the taxable year in
which they were realized. Ordinary tax-
able income or ordinary net loss, short-
term capital gains and losses, long-
term capital gains and losses, and tax
withheld at the source shall be com-
puted for each period. The participants’
proportionate shares of income and
losses for each period shall then be de-
termined.

(3) For taxable years beginning on or
after September 22, 1980, any amount of
income or loss of the common trust
fund which is included in the computa-
tion of a participant’s taxable income
for the taxable year shall be treated as
income or loss from an unrelated trade
or business to the extent that such
amount would have been income or loss
from an unrelated trade or business if
such participant had made directly the
investments of the common trust fund.

(4) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. (i) The plan of a common trust
fund provides for quarterly valuation dates
and for the computation and the distribution
of the income upon a quarterly basis, except
that there shall be no distribution of capital
gains. The participants are as follows: Trusts
A, B, C, and D for the first quarter; Trusts A,
B, C, and E for the second quarter; and
Trusts A, B, F, and G for the third and fourth
quarters, the participants having equal par-
ticipating interests. As computed upon the
quarterly basis, the ordinary taxable income,
the short-term capital gain, and the long-
term capital loss for the taxable year were as
follows:

First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

Ordinary taxable
income ............ $200 $300 $200 $400 $1,100

Short-term capital
gain ................. 200 100 200 100 600

Long-term capital
loss ................. 100 200 100 200 600

(ii) The participants’ shares of ordinary
taxable income are as follows:

PARTICIPANTS’ SHARES OF ORDINARY TAXABLE
INCOME

Participant
First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

A ......................... $50 $75 $50 $100 $275
B ......................... 50 75 50 100 275
C ........................ 50 75 ........ .......... 125
D ........................ 50 ........ ........ .......... 50
E ......................... ........ 75 ........ .......... 75
F ......................... ........ ........ 50 100 150
G ........................ ........ ........ 50 100 150

Total ............... 200 300 200 400 1,100

(iii) The participants’ shares of the short-
term capital gain are as follows:

PARTICIPANTS’ SHARES OF SHORT-TERM
CAPITAL GAIN

Participant
First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

A ................................. $50 $25 $50 $25 $150
B ................................. 50 25 50 25 150
C ................................ 50 25 ........ .......... 75
D ................................ 50 ........ ........ .......... 50
E ................................. ........ 25 ........ .......... 25
F ................................. ........ ........ 50 25 75
G ................................ ........ ........ 50 25 75

Total ....................... 200 100 200 100 600

(iv) The participants’ shares of the long-
term capital loss are as follows:

PARTICIPANTS’ SHARES OF LONG-TERM CAPITAL
LOSS

Participant
First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

A ................................. $25 $50 $25 $50 $150
B ................................. 25 50 25 50 150
C ................................ 25 50 ........ .......... 75
D ................................ 25 ........ ........ .......... 25
E ................................. ........ 50 ........ .......... 50
F ................................. ........ ........ 25 50 75
G ................................ ........ ........ 25 50 75

Total ....................... 100 200 100 200 600

(v) If in the above example the common
trust fund also had short-term capital losses
and long-term capital gains, the treatment
of such gains or losses would be similar to
that accorded to the short-term capital gains
and long-term capital losses in the above ex-
ample.

(vi) Assume in the above example that par-
ticipant Trust A qualified as a trust forming
part of a pension, profit sharing, or stock
bonus plan under section 401(a). Assume fur-
ther that 20 percent of the ordinary taxable
income of the common trust fund would be
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unrelated business taxable income (as de-
fined under section 512(a)(1)) if received di-
rectly by Trust A. Under paragraph (c)(3),
participant Trust A, for purposes of com-
puting its taxable income, must treat its
proportionate share of the common trust
fund’s ordinary taxable income as income
from an unrelated trade or business to the
extent such amount would have been income
from an unrelated trade or business if Trust
A had directly made the investments of the
common trust fund. Therefore, participant
Trust A must take into account 20 percent of
its proportionate share of the common trust
fund’s ordinary taxable income as income
from an unrelated trade or business.

(d) The provisions of part I, sub-
chapter J, chapter 1 of the Code, or, as
the case may be, the provisions of sub-
chapters D, F, or H of chapter 1 of the
Code, are applicable in determining the
extent to which each participant’s pro-
portionate share of any income or loss
of the common trust fund is taxable to
the participant, or to a person other
than the participant.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7935, 49 FR 1694, Jan. 13,
1984; T.D. 8662, 61 FR 19546, May 2, 1996]

§ 1.584–3 Computation of common
trust fund income.

The taxable income of the common
trust fund shall be computed in the
same manner and on the same basis as
in the case of an individual, except
that:

(a) No deduction shall be allowed
under section 170 (relating to chari-
table, etc., contributions and gifts);

(b) The gains and losses from sales or
exchanges of capital assets of the com-
mon trust fund are required to be seg-
regated. A common trust fund is not
allowed the benefit of the capital loss
carryover provided by section 1212; and

(c) The ordinary taxable income (the
excess of the gross income over deduc-
tions) or the ordinary net loss (the ex-
cess of the deductions over the gross
income) shall be computed after ex-
cluding all items of gain and loss from
sales or exchanges of capital assets.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7935, 49 FR 1694, Jan. 13,
1984]

§ 1.584–4 Admission and withdrawal of
participants in the common trust
fund.

(a) Gain or loss. The common trust
fund realizes no gain or loss by the ad-
mission or withdrawal of a participant,
and the basis of the assets and the pe-
riod for which they are deemed to have
been held by the common trust fund for
the purposes of section 1202 are unaf-
fected by such an admission or with-
drawal. For taxable years of partici-
pants ending after April 7, 1976, and for
transfers occurring after that date, the
transfer of property by a participant to
a common trust fund is treated as a
sale or exchange of the property trans-
ferred. If a participant withdraws the
whole or any part of its participating
interest from the common trust fund,
such withdrawal shall be treated as a
sale or exchange by the participant of
the participating interest or portion
thereof which is so withdrawn. A par-
ticipant is not deemed to have with-
drawn any part of its participating in-
terest in the common trust fund so as
to have completed a closed transaction
by reason of the segregation and ad-
ministration of an investment of the
fund, pursuant to the provisions of 12
CFR 9.18(b)(7) (or, for periods before
September 28, 1962, 12 CFR206.17(c)(7)),
for the benefit of all the then partici-
pants in the common trust fund. Such
segregated investment shall be consid-
ered as held by, or on behalf of, the
common trust fund for the benefit rat-
ably of all participants in the common
trust fund at the time of segregation,
and any income or loss arising from its
administration and liquidation shall
constitute income or loss to the com-
mon trust fund apportionable among
the participants for whose benefit the
investment was segregated. When a
participating interest is transferred by
a bank, or by two or more banks that
are members of the same affiliated
group (within the meaning of section
1504), as a result of the combination of
two or more common trust funds or the
division of a single common trust fund,
the transfer to the surviving or divided
fund is not considered to be an admis-
sion or a withdrawal if the combining,
dividing, and resulting common trust
funds have diversified portfolios. For
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purposes of this paragraph (a), a com-
mon trust fund has a diversified port-
folio if it satisfies the 25 and 50-percent
tests of section 368(a)(2)(F)(ii), applying
the relevant provisions of section
368(a)(2)(F). However, Government se-
curities are included in total assets for
purposes of the denominator of the 25
and 50-percent tests (unless the Gov-
ernment securities are acquired to
meet the 25 and 50-percent tests), but
are not treated as securities of an
issuer for purposes of the numerator of
the 25 and 50-percent tests. In addition,
for a transfer of a participating inter-
est in a division of a common trust
fund not to be considered an admission
or withdrawal, each participant’s pro
ratainterest in each of the resulting
common trust funds must be substan-
tially the same as was the participant’s
pro rata interest in the dividing fund.
However, in the case of the division of
a common trust fund maintained by
two or more banks that are members of
the same affiliated group resulting
from the termination of such affili-
ation, the division will be treated as
meeting the requirements of the pre-
ceding sentence if the written plans of
operation of the resulting common
trust funds are substantially identical
to the plan of operation of the dividing
common trust fund, each of the assets
of the dividing common trust fund are
distributed substantially pro rata to
each of the resulting common trust
funds, and each participant’s aggregate
interest in the assets of the resulting
common trust funds of which he or she
is a participant is substantially the
same as was the participant’s pro rata
interest in the assets of the dividing
common trust fund. The plan of oper-
ation of a resulting common trust fund
will not be considered to be substan-
tially identical to that of the dividing
common trust fund where, for example,
the plan of operation of the resulting
common trust fund contains restric-
tions as to the types of participants
that may invest in the common trust
fund where such restrictions were not
present in the plan of operation of the
dividing common trust fund.

(b) Basis for gain or loss upon with-
drawal. The participant’s gain or loss
upon withdrawal of its participating
interest or portion thereof shall be

measured by the difference between the
amount received upon such withdrawal
and the adjusted basis of the partici-
pating interest or portion thereof with-
drawn plus the additions prescribed in
paragraph (c) of this section and minus
the reductions prescribed in paragraph
(d) of this section. The amount re-
ceived by the participant shall be the
sum of any money plus the fair market
value of property (other than money)
received upon such withdrawal. The
basis of the participating interest or
portion thereof withdrawn shall be the
sum of any money plus the fair market
value of any property (other than
money) contributed by the participant
to the common trust fund to acquire
the participating interest or portion
thereof withdrawn. Such basis shall
not be reduced on account of the seg-
regation of any investment in the com-
mon trust fund pursuant to the provi-
sions of 12 CFR 9.18(b)(7) (or, for peri-
ods before September 28, 1962, 12 CFR
206.17(c)(7)). For the purpose of making
the adjustments, additions, and reduc-
tions with respect to basis as pre-
scribed in this paragraph, the ward,
rather than the guardian, shall be
deemed to be the participant; and the
grantor, rather than the trust, shall be
deemed to be the participant, to the ex-
tent that the income of the trust is
taxable to the grantor under subpart E
(section 671 and following), part I, sub-
chapter J, chapter 1 of the Code.

(c) Additions to basis. As prescribed in
paragraph (b) of this section, in com-
puting the gain or loss upon the with-
drawal of a participating interest or
portion thereof, there shall be added to
the basis of the participating interest
or portion thereof withdrawn an
amount equal to the aggregate of the
following items (to the extent that
they were properly allocated to the
participant for a taxable year of the
common trust fund and were not dis-
tributed to the participant prior to
withdrawal):

(1) Wholly exempt income of the
common trust fund for any taxable
year,

(2) Net income of the common trust
fund for the taxable years beginning
after December 31, 1935, and prior to
January 1, 1938,
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(3) Net short-term capital gain of the
common trust fund for each taxable
year beginning after December 31, 1937,

(4) The excess of the gains over the
losses recognized to the common trust
fund upon sales or exchanges of capital
assets held (i) for more than 18 months
for taxable years beginning after De-
cember 31, 1937, and before January 1,
1942, (ii) for more than 6 months for
taxable years beginning after Decem-
ber 31, 1941, and before January 1, 1977,
(iii) for more than 9 months for taxable
years beginning in 1977, and (iv) for
more than 1 year for taxable years be-
ginning after December 31, 1977, and

(5) Ordinary net or taxable income of
the common trust fund for each tax-
able year beginning after December 31,
1937.

(d) Reductions in basis. As prescribed
in paragraph (b) of this section, in com-
puting the gain or loss upon the with-
drawal of a participating interest or
portion thereof, the basis of the par-
ticipating interest or portion thereof
withdrawn shall be reduced by such
portions of the following items as were
allocable to the participant with re-
spect to the participating interest or
portion thereof withdrawn:

(1) The amount of the excess of the
allowable deductions of the common
trust fund over its gross income for the
taxable years beginning after Decem-
ber 31, 1935, and before January 1, 1938,
and

(2) The amount of the net short-term
capital loss, net long-term capital loss,
and ordinary net loss of the common
trust fund for each taxable year begin-
ning after December 31, 1937.

(e) Effective date. The eighth sentence
of paragraph (a) of this section is effec-
tive for combinations and divisions of
common trust funds completed on or
after May 2, 1996.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6651, 28 FR 4950, May 17,
1963; T.D. 7935, 49 FR 1695, Jan. 13, 1984; T.D.
8662, 61 FR 19546, May 2, 1996; 61 FR 39072,
July 26, 1996]

§ 1.584–5 Returns of banks with re-
spect to common trust funds.

For rules applicable to filing returns
of common trust funds, see section 6032
and the regulations thereunder.

§ 1.584–6 Net operating loss deduction.
The net operating loss deduction is

not allowed to a common trust fund.
Each participant in a common trust
fund, however, will be allowed the ben-
efits of such deduction. In the com-
putation of such deduction, a partici-
pant in a common trust fund shall take
into account its pro rata share of items
of income, gain, loss, deduction, or
credit of the common trust fund. The
character of any such item shall be de-
termined as if the participant had real-
ized such item directly from the source
from which realized by the common
trust fund, or incurred such item in the
same manner as incurred by the com-
mon trust fund.

§ 1.585–1 Reserve for losses on loans of
banks.

(a) General rule. As an alternative to
a deduction from gross income under
section 166(a) for specific debts which
become worthless in whole or in part, a
financial institution to which section
585 and this section apply shall be al-
lowed a deduction under section 585(a)
(or, for taxable years beginning before
January 1, 1987, section 166(c)), for a
reasonable addition to a reserve for bad
debts provided such financial institu-
tion has adopted or adopts the reserve
method of treating bad debts in accord-
ance with paragraph (b) of § 1.166–1. In
the case of such a taxpayer the amount
of the reasonable addition to such re-
serve for a taxable year beginning after
July 11, 1969, shall be an amount deter-
mined by the taxpayer which does not
exceed the amount computed under
§ 1.585–2. Such reasonable addition for
the taxable year shall be an amount at
least equal to the amount provided by
§ 1.585–2(a)(2). For each taxable year the
taxpayer must include in its income
tax return (or amended return) for that
year a computation of the amount of
the addition determined under this sec-
tion showing the method used to deter-
mine that amount. The use of a par-
ticular method in the return for a tax-
able year is not a binding election by
the taxpayer to apply such method ei-
ther for such taxable year or for subse-
quent taxable years. A financial insti-
tution to which section 585 and this
section apply which adopts the reserve
method is not entitled to charge off
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any bad debts pursuant to section
166(a) with respect to a loan (as defined
in § 1.585–2(e)(2). Except as provided by
§ 1.585–3, the reserve for bad debts of a
financial institution to which section
585 and this section apply shall be es-
tablished and maintained in the same
manner as is provided by section 585
(or, for taxable years beginning before
January 1, 1987, section 166(c)) and
theregulations under section 166 with
respect to reserves for bad debts. Ex-
cept as provided by this section, no de-
duction is allowable for an addition to
a reserve for losses on loans as defined
in § 1.585–2(e)(2) of a financial institu-
tion to which section 585 and this sec-
tion apply. For rules relating to deduc-
tion with respect to debts which are
not loans (as defined in § 1.585–2(e)(2)),
see section 166(a) and the regulations
thereunder. For rules relating to a debt
evidenced by a security (as defined in
section 165(g)(2)(C), see sections 166 and
582(a) and the regulations thereunder.
For the definition of certain terms, see
paragraph (e) of § 1.585–2. For rules re-
lating to a transaction to which sec-
tion 381(a) applies, see § 1.585–4. For
rules relating to large banks, see
§§ 1.585–5 through 1.585–8.

(b) Application of section—(1) In gen-
eral. Except as provided in paragraph
(b)(2) of this section, section 585 and
this section apply to the following fi-
nancial institutions—

(i) Any bank (as defined in section 581
and the regulations thereunder) other
than a mutual savings bank, domestic
building and loan association, or coop-
erative bank, to which section 593 ap-
plies; and

(ii) Any corporation to which para-
graph (b)(1)(i) of this section would
apply except for the fact that it is a
foreign corporation and in the case of
any such foreign corporation, the rules
provided by section 585(a) and (b), this
section, §§ 1.585–2, 1.585–3, and 1.585–4
apply only with respect to loans out-
standing the interest on which is effec-
tively connected with the conduct of a
banking business within the United
States.

(2) Exception. For taxable years be-
ginning after December 31, 1986, section
585(a) and (b) and this section do not
apply to any large bank (as defined in
§ 1.585–5(b)). For these years, a large

bank may not deduct any amount
under section 585 or any other section
for an addition to a reserve for bad
debts.

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3109, Jan. 23, 1978, as amend-
ed by T.D. 8513, 58 FR 68757, Dec. 29, 1993; 59
FR 15502, Apr. 1, 1994]

§ 1.585–2 Addition to reserve.

(a) In general—(1) Maximum addition.
For taxable years beginning before
January 1, 1988, the maximum reason-
able addition to the reserve for losses
on loans as defined in paragraph (e)(2)
of this section is the amount allowable
under the percentage method provided
by paragraph (b) of this section or the
experience method provided by para-
graph (c) of this section, whichever is
greater. For taxable years beginning
after December 31, 1987, the maximum
reasonable addition to the reserve for
losses on loans is the amount deter-
mined under the experience method
provided by paragraph (c) of this sec-
tion.

(2) Minimum addition. For taxable
years beginning after December 31,
1976, and before January 1, 1988, a tax-
payer to which this section applies
shall make a minimum addition to the
reserve for losses on loans as defined in
paragraph (e)(2) of this section. For
purposes of this subparagraph, the
term minimum addition means an addi-
tion to the reserve for losses on loans
in an amount equal to the lesser of (i)
the amount allowable under section 585
(b)(3)(A) and paragraph (c)(1)(ii) of this
section, or (ii) the maximum amount
allowable under section 585 (b)(2) and
paragraph (b) of this section. For tax-
able years beginning after December 31,
1987, a taxpayer to which this section
applies shall make a minimum addi-
tion to the reserve for losses on loans
for each taxable year in an amount
equal to the amount allowable under
section 585 (b)(3)(A) and paragraph
(c)(1)(ii) of this section.

(b) Percentage method—(1) In general—
(i) Maximum addition. Except as limited
under subparagraph (2) of this para-
graph, the maximum reasonable addi-
tion to the reserve for losses on loans
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under the percentage method for a tax-
able year is the amount determined
under paragraph (b)(1) (ii), (iii), or (iv)
of this section, whichever is applicable.
For purposes of this paragraph, the
term allowable percentage means 1.8 per-
cent for taxable years beginning before
1976; 1.2 percent for taxable years be-
ginning after 1975 but before 1982; 1.0
percent for taxable years beginning in
1982; and 0.6 percent for taxable years
beginning after 1982 and before 1988.
This paragraph does not apply for tax-
able years beginning after 1987.

(ii) Reserve less than allowable percent-
age of eligible loans. (A) If the reserve
for losses on loans as of the close of the
base year is less than the allowable
percentage for the taxable year multi-
plied by the eligible loans outstanding
at the close of the base year, the
amount determined under this subdivi-
sion for the taxable year is the amount
necessary to increase the balance of
the reserve for losses on loans as of the
close of the taxable year to an amount
equal to the allowable percentage for
the taxable year multiplied by the eli-
gible loans outstanding at the close of
that year, except that the amount de-
termined with respect to the reserve
deficiency shall not exceed one-fifth of
the reserve deficiency. For purposes of
this section, the term reserve deficiency
means the excess of the allowable per-
centage for the taxable year multiplied
by the eligible loans outstanding at the
close of the base year over the reserve
forlosses on loans as of the close of the
base year. Where a taxpayer has recov-
eries of bad debts for a taxable year
which exceed the bad debts sustained
for such year, the taxpayer is not re-
quired to reduce its otherwise permis-
sible current addition by the amount of
the net recovery. A reasonable addition
attributable to an increase in eligible
loans outstanding at the close of the
taxable year over eligible loans out-
standing at the close of the base year
may be made only for the portion of
such increase which does not exceed
the excess of eligible loans outstanding
at the close of the taxable year over
the sum of the amount of eligible loans
outstanding at the close of the base
year and the amount of previous in-
creases in such loans for which an addi-
tion was made in taxable years ending

after the close of the base year. For
purposes of this subdivision, the order
in which the factors which make up the
annual reserve addition shall be
claimed is:

(1) An amount equal to one-fifth of
the reserve deficiency;

(2) Net bad debts charged to the re-
serve; and

(3) An amount attributable to an in-
crease in the amount of eligible loans
outstanding.

(B) For its first taxable year, a newly
organized financial institution to
which § 1.585–1 and this section apply
shall be considered to have no reserve
deficiency. For example, a new finan-
cial institution would compute its an-
nual reserve addition by including in
such addition an amount not in excess
of the sum of (1) the amount of its net
bad debts charged to the reserve for the
taxable year, and (2) the allowable per-
centage of the increase in its eligible
loans outstanding at the close of the
taxable year over the amount of its
loans outstanding (zero) at the end of
the year preceding its first taxable
year. Such amount would be subject to
the 0.6 percent limitations provided in
subparagraph (2) of the paragraph.

(C) The application of the rules pro-
vided by this subdivision may be illus-
trated by the following example:

Example. The X Bank is a commercial bank
which has a calendar year as its taxable
year. X adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, X has $1,000,000 of outstanding eligi-
ble loans and a balance of $13,000 in its re-
serve for losses on loans. The base year is
1969 and, consequently, X has a reserve defi-
ciency of $5,000 ((1.8%×$1,000,000)¥$13,000).

(a) During 1970, X has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1970, X has $1,050,000
of outstanding eligible loans. The maximum
reasonable addition under the percentage
method is $2,900 which consists of $1,000 of re-
serve deficiency (1⁄5×$5,000), the $1,000 in net
bad debts charged to the reserve for losses on
loans, and $900 attributable to the increase
in the balance of eligible loans
(1.8%×($1,050,000¥$1,000,000)). Assuming that
X makes an addition to the reserve for losses
on loans of $2,900 for the year, the balance of
the reserve as of December 31, 1970 is $14,900
($13,000¥$1,000+$2,900).

(b) During 1971, X has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1971, X has $800,000 of
outstanding eligible loans. The allowable
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percentage of eligible loans is $14,400
(1.8%×$800,000). The maximum reasonable ad-
dition under the percentage method is $500
which is a portion of one-fifth of the reserve
deficiency. Assuming that X makes an addi-
tion to the reserve for losses on loans of $500
for the year, the balance of the reserve as of
December 31, 1971, is $14,400
($14,900¥$1,000+$500).

(c) During 1972, X has net bad debts of $600
charged to the reserve for losses on loans. On
December 31, 1972, X has $850,000 of out-
standing eligible loans. The allowable per-
centage of eligible loans is $15,300
(1.8%×$850,000). The maximum reasonable ad-
dition under the percentage method is $1,500
which consists of $1,000 of reserve deficiency
(1⁄5×$5,000) and $500 of the net bad debts
charged to the reserve for losses on loans in
1971. Even though the full addition with re-
spect to the reserve deficiency in 1971 was
not made, the amount of the addition that
can be made in 1972 with respect to the re-
serve deficiency is limited to one-fifth of
such deficiency. Assuming that X makes an
addition to the reserve for losses on loans of
$1,500 for the year, the balance of the reserve
as of December 31, 1972, is $15,300
($14,400¥$600+$1,500).

(d) During 1973, X did not have any net bad
debts charged to the reserve for losses on
loans. On December 31, 1973, X has $1,000,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $18,000
(1.8%×$1,000,000). The maximum reasonable
addition under the percentage method is
$2,100 which consists of $1,000 of reserve defi-
ciency (1⁄5×$5,000), $500 of net bad debts
charged to the reserve for losses in 1971, and
$600 of net bad debts charged to the reserve
in 1972. Although outstanding eligible loans
increased from $850,000 in 1972 to $1,000,000 in
1973, no addition is permitted with respect to
the increase because the amount of eligible
loans outstanding at the close of 1973
($1,000,000) does not exceed the sum of the
amount of such loans at the close of the base
year ($1,000,000) and the amount of previous
increases in such loans for which an addition
was made in taxable years ending after the
close of the base year ($50,000 loan increase
in 1970). Assuming that X makes an addition
to the reserve for losses on loans of $2,100,
the balance of the reserve as of December 31,
1973, is $17,400 ($15,300+$2,100).

(iii) Reserve equal to or greater than al-
lowable percentage and eligible loans
have not declined. If the reserve for
losses on loans as of the close of the
base year is equal to or greater than
the allowable percentage for the tax-
able year multiplied by the eligible
loans outstanding at the close of the
base year and if the amount of eligible
loans outstanding at the close of the

taxable year is equal to or greater than
the amount of eligible loans out-
standing at the close of the base year,
the amount determined under this sub-
division is the amount necessary to in-
crease the reserve to the greater of (A)
the allowable percentage for the tax-
able year multiplied by the eligible
loans outstanding at the close of the
year, or (B) the balance of the reserve
as of the close of the base year. The ap-
plication of the rule provided by this
subdivision may be illustrated by the
following example:

Example. The M Bank is a commercial bank
which has a calendar year as its taxable
year. M adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, M has $1,000,000 of outstanding eligi-
ble loans and a balance of $20,000 in its re-
serve for losses on loans.

(a) During 1970, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1970, M has $1,100,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $19,800
(1.8%×$1,100,000). The maximum reasonable
addition under the percentage method is
$1,000 which is the amount sufficient to in-
crease the balance of the reserve as of the
close of the taxable year to the balance of
the reserve as of the close of the 1969 base
year ($20,000). Assuming that M makes an ad-
dition to the reserve for losses on loans of
$1,000 for the year, the balance of the reserve
as of December 31, 1970, is $20,000
($20,000¥$1,000+$1,000).

(b) During 1971, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1971, M has $1,300,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $23,400
(1.8%×$1,300,000). The maximum reasonable
addition under the percentage method is
$4,400 which is the amount sufficient to in-
crease the balance of the reserve to the al-
lowable percentage of eligible loans out-
standing at the close of the taxable year. As-
suming that M makes an addition to the re-
serve for losses on loans of $4,400 for the
year, the balance of the reserve as of Decem-
ber 31, 1971, is $23,400 ($20,000¥$1,000+$4,400).

(c) During 1972, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1972, M has $1,200,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $21,600
(1.8%×$1,200,000). No reasonable addition may
be made under the percentage method be-
cause the reserve for losses on loans ($22,400,
i.e., $23,400¥$1,000) is greater than the allow-
able percentage of eligible loans outstanding
at the close of the taxable year ($21,600) and
the balance of the reserve as of the close of
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the base year ($20,000). Assuming that no
amount is added under the experience meth-
od provided by paragraph (c) of this section,
the balance of the reserve for losses on loans
as of December 31, 1972, is $22,400
($23,400¥$1,000).

(d) During 1973, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1973, M has $1,200,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $21,600
(1.8%×$1,200,000). The maximum reasonable
addition under the percentage method is $200
which is the amount sufficient to increase
the reserve for losses on loans to the allow-
able percentage of eligible loans outstanding
at the close of the taxable year. Assuming
that M makes an addition to the reserve for
losses on loans of $200 for the year, the bal-
ance of the reserve as of December 31, 1973, is
$21,600 ($22,400¥$1,000+$200).

(iv) Reserve greater than allowable per-
centage and eligible loans have declined.
If the reserve for losses on loans as of
the close of the base year is equal to or
greater than the allowable percentage
of eligible loans outstanding at such
time and if the amount of eligible
loans at the close of the taxable year is
less than the amount of eligible loans
outstanding at the close of the base
year, the amount determined under
this subdivision is the amount nec-
essary to increase the balance of the
reserve to the amount which bears the
same ratio to eligible loans out-
standing at the close of the taxable
year as the balance of the reserve as of
the close of the base year bears to the
amount of eligible loans outstanding at
the close of the base year. The applica-
tion of the rule provided by this sub-
division may be illustrated by the fol-
lowing example:

Example. The N Bank is a commercial bank
which has a calendar year as its taxable
year. N adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, N has $1,000,000 of outstanding eligi-
ble loans and a balance of $20,000 in its re-
serve for losses on loans.

(a) During 1970, N has net bad debts of
$3,000 charged to the reserve for losses on
loans. On December 31, 1970, N has $900,000 of
outstanding eligible loans. The maximum
reasonable addition under the percentage
method is $1,000, which is the amount nec-
essary to increase the balance of the reserve
to the amount ($18,000) which bears the same
ratio to eligible loans outstanding at the
close of the taxable year ($900,000) as the bal-
ance of the reserve as of the close of the base
year ($20,000) bears to the amount of the eli-

gible loans outstanding at the close of the
base year ($1,000,000). Assuming that N
makes an addition to the reserve for losses
on loans of $1,000 for the year, the balance of
the reserve as of December 31, 1970, is $18,000
($20,000¥$3,000+$1,000).

(b) During 1971, N has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1971, N has $1,100,000
of outstanding eligible loans. The maximum
reasonable addition under the percentage
method, determined under subdivision (iii) of
this subparagraph, is $3,000 which is the
amount necessary to increase the balance of
the reserve to the greater of the allowable
percentage of eligible loans outstanding at
the close of the taxable year ($19,800) or the
balance of the reserve at the close of the
base year ($20,000). Assuming that N makes
an addition to the reserve for losses on loans
of $3,000 for the year, the balance of the re-
serve as of December 31, 1971 is $20,000
($18,000¥$1,000+$3,000).

(2) Limitations. Notwithstanding any
other provision of this paragraph, the
maximum reasonable addition to the
reserve for losses on loans under the
percentage method shall not exceed the
greater of:

(i) Six-tenths of 1 percent of the eli-
gible loans outstanding at the close of
the taxable year, or

(ii) An amount sufficient to increase
the reserve for losses on loans at the
close of the taxable year to six-tenths
of 1 percent of the eligible loans out-
standing at the close of the taxable
year.

The application of the rules provided
by this subparagraph may be illus-
trated by the following example:

Example. The Y Bank begins business as a
commercial bank on July 1, 1974. Y adopts
the calendar year as its taxable year and the
reserve method of accounting for bad debts.

(a) During 1974, Y has net bad debts of
$1,000. On December 31, 1974, Y has $1,000,000
of outstanding eligible loans. Under subpara-
graph (1)(ii)(B) of this paragraph, because Y
is a newly-organized financial institution,
there is no reserve deficiency. Except for the
limitations of this subparagraph, the max-
imum reasonable addition under subpara-
graph (1)(ii)(A) of this paragraph would be
the amount of net bad debts charged to the
reserve for losses ($1,000) plus the allowable
percentage of outstanding eligible loans at
the close of the taxable year $18,000
(1.8%×$1,000,000). However, because of the
limitations of this subparagraph, the max-
imum reasonable addition to the reserve for
losses on loans under the percentage method
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is an amount sufficient to increase the bal-
ance of the reserve for losses on loans to
$6,000 which is 0.6 percent of the eligible
loans outstanding at the close of the taxable
year. Assuming that Y makes an addition to
the reserve for losses on loans of $7,000 for
the year, the balance of the reserve as of De-
cember 31, 1974, is $6,000 ($7,000¥$1,000). The
$7,000 consists of the $1,000 in net bad debts
and $6,000 attributable to the increase in eli-
gible loans outstanding.

(b) During 1975, Y has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1975, Y has $1,000,000
of outstanding eligible loans. Except for the
limitations of this subparagraph, the max-
imum reasonable addition under subpara-
graph (1)(ii)(A) of this paragraph would be
the amount of net bad debts charged to the
reserve for losses ($1,000) plus an amount at-
tributable to the increase in the amount of
eligible loans outstanding with respect to
which no reasonable addition was allowed in
1974 ($12,000, i.e., $18,000¥$6,000). However, be-
cause of the limitations of this paragraph,
the maximum reasonable addition to the re-
serve for losses on loans under the percent-
age method is $6,000 which is an amount
equal to 0.6 percent of the eligible loans out-
standing at the close of the taxable year.
This amount consists of net bad debts of
$1,000 and $5,000 attributable to a portion of
the increase in eligible loans in 1974 with re-
spect to which no reasonable addition was al-
lowable for 1974. Assuming that Y makes an
addition to the reserve for losses on loans of
$6,000 for the year, the balance of the reserve
as of December 31, 1975, is $11,000
($6,000¥$1,000+$6,000).

(c) During 1976, Y has net bad debts
charged to the reserve for losses on loans of
$1,000. On December 31, 1976, Y has $1,000,000
in outstanding eligible loans. At the close of
1975 (Y’s base year for 1976), the amount of
outstanding eligible loans was also $1,000,000.
Consequently, there is a reserve deficiency of
$1,000 ((1.2%×$1,000,000)—$11,000). The max-
imum reasonable addition to the reserve for
losses under subparagraph (1)(ii)(A) of this
paragraph is $1,200 which consists of one-
fifth of the reserve deficiency ($1,000×1⁄5=$200)
and the net bad debts charged to the reserve
for losses on loans for the year ($1,000). Be-
cause that amount is less than 0.6 percent of
the eligible loans outstanding at the close of
the taxable year (0.6%×$1,000,000=$6,000), the
limitations of this subparagraph do not
apply. Assuming that Y makes an addition
to the reserve for losses on loans of $1,200 for
the year, the balance of the reserve as of De-
cember 31, 1976, is $11,200
($11,000¥$1,000+$1,200).

(c) Experience method—(1) In general—
(i) Maximum addition. The amount de-
termined under this paragraph for a
taxable year is the amount necessary

to increase the balance of the reserve
for losses on loans (as of the close of
the taxable year) to the greater of the
amount determined under subdivision
(ii) or (iii) of this subparagraph. For
special rules for a new financial insti-
tution, see subparagraph (2) of this
paragraph.

(ii) Six-year moving average amount.
The amount determined under this sub-
division is the amount which bears the
same ratio to loans outstanding at the
close of the taxable year as (A) the
total bad debts sustained during the
taxable year and the 5 preceding tax-
able years (or, with the approval of the
Commissioner, a shorter period), ad-
justed for recoveries of bad debts dur-
ing such period, bears to (B) the sum of
the loans outstanding at the close of
such 6 (or fewer) taxable years. For
purposes of applying this subdivision, a
period shorter than 6 years generally
would be appropriate only where there
is a change in the type of a substantial
portion of the loans outstanding such
that the risk of loss is substantially in-
creased. For example, if the major por-
tion of a bank’s portfolio of loans
changes fromagricultural loans to in-
dustrial loans which results in a sub-
stantial increase in the risk of loss, a
period shorter than 6 years may be ap-
propriate. Similarly, a bank which has
recently altered its lending practices
to include in its portfolio of loans con-
sumer-installment loans, when it had
previously made only commercial
loans, may also qualify to use a period
shorter than six years. A decline in the
general economic conditions in the
area, which substantially increase the
risk of loss, is a relevant factor which
may be considered. In any case, how-
ever, approval to use a shorter period
will not be granted unless the taxpayer
supplies specific evidence that the
loans outstanding at the close of the
taxable years for the shorter period re-
quested are not comparable in nature
and risk to loans outstanding at the
close of the six taxable years. The fact
that a bank’s bad debt experience has
shown a substantial increase is not, by
itself, sufficient to justify use of a
shorter period. If approval is granted to
use a shorter period, the experience for
those taxable years which are excluded
shall not be used for any subsequent
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year. A request for approval to exclude
the experience of a prior taxable year
shall not be considered unless it is sent
to the Commissioner at least 30 days
before the close of the first taxable
year for which such approval is re-
quested.

(iii) Base year amount. The amount
determined under this subdivision is
the lower of (A) the balance of the re-
serve as of the close of the base year,
or (B) if the amount of loans out-
standing at the close of the taxable
year is less than the amount of loans
outstanding at the close of the base
year, the amount which bears the same
ratio to loans outstanding at the close
of the taxable year as the balance of
the reserve as of the close of the base
year bears to the amount of loans out-
standing at the close of the base year.

(2) Special rules for new financial insti-
tutions—(i) In general. In the case of
any taxable year preceded by less than
5 authorization years (as defined in
paragraph (e)(5) of this section), sub-
paragraph (1) of this paragraph shall be
applied with the adjustments provided
by subdivision (ii) of this subpara-
graph.

(ii) Adjustments. (A) The total bad
debts for the 6-year period computed
under subparagraph (1)(ii)(A) of this
paragraph shall be the sum of:

(1) The bad debts sustained by the
taxpayer during its authorization
years, adjusted for recoveries of bad
debts for such years, and

(2) That fraction of the total bad
debts sustained by a comparable bank
(as defined in paragraph (e)(7) of this
section) during the comparison years
(as defined in paragraph (e)(6) of this
section), adjusted for recoveries of bad
debts for such years, which bears the
same ratio to such total as the average
loans outstanding of the taxpayer dur-
ing the authorization years bears to
the average loans outstanding of the
comparable bank during the compari-
son years.

(B) The total amount of loans out-
standing during the 6-year period com-
puted under subparagraph (1)(ii)(B) of
this paragraph shall be six times the
average loans outstanding of the tax-
payer during the authorization years.

(d) Change in accounting method from
specific charge-off method to reserve

method of treating bad debts—(1) In gen-
eral. If a bank is granted permission in
accordance with § 1.446–1(e)(3) to change
its method of accounting for bad debts
from a method under which specific
bad debt items are deducted to the re-
serve method of treating bad debts, the
taxpayer shall effect the change as pro-
vided in subparagraphs (2) and (3) of
this paragraph.

(2) Initial balance of the reserve. The
initial balance of the reserve at the
close of the year of change shall be no
less than the minimum addition as de-
scribed in paragraph (a)(2) of this sec-
tion and shall be no larger than the
greater of:

(i) The allowable percentage of eligi-
ble loans outstanding at the close of
the taxable year of change, or

(ii) The amount which bears the same
ratio to loans outstanding at the close
of the taxable year as the total bad
debts sustained during the taxable year
and the 5 preceding taxable years (or,
with the approval of the Commissioner,
a shorter period), adjusted for recov-
eries of bad debts during such period,
bears to the sum of the loans out-
standing at the close of such 6 or fewer
taxable years.
In the case of taxable years beginning
after 1987, the initial balance of the re-
serve at the end of the year of change
shall be the amount specified in sub-
division (ii) of this subparagraph.

(3) Deduction with respect to initial bal-
ance. The deduction with respect to the
initial balance of the reserve at the
close of the taxable year of change, de-
termined under subparagraph (2) of this
paragraph, is allowable ratably over a
period of 10 years commencing with the
taxable year of change (or a shorter pe-
riod as may be approved by the Com-
missioner). Thus, the bad debt deduc-
tion under section 166 for the taxable
year of change will consist of the
amount of debts determined to be
wholly or partially worthless and
charged-off during such taxable year
plus one-tenth (if a 10-year period is
used) of the amount of the reserve de-
termined under subparagraph (2) of this
paragraph. For each of the 9 taxable
years following the taxable year of
change, the bad debt deduction will
consist of the reasonable addition to
the reserve for bad debts for each such
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year as provided by section 585, as oth-
erwise determined, plus one-tenth of
the amount determined to be theinitial
balance of the reserve under subpara-
graph (2) of this paragraph. The
amount established as a bad debt re-
serve for the taxable year of change
under subparagraph (2) of this para-
graph shall be considered as the bal-
ance of the reserve for purposes of de-
termining the amount of subsequent
additions to such reserve, even though
the entire amount of the reserve may
not have been deducted under section
585(a)(1) or former section 166(c) be-
cause of the requirement that it be de-
ducted over a number of years.

(e) Definitions—(1) Base year—(i) Per-
centage method. For purposes of para-
graph (b) of this section (relating to
the percentage method), the term base
year means: For years beginning before
1976, the last taxable year beginning on
or before July 11, 1969; for taxable
years beginning after 1975 but before
1983, the last taxable year beginning
before 1976; and, for taxable years be-
ginning after 1982, the last taxable year
beginning before 1983. However, for pur-
poses of section 585(b)(2)(A) the term
base year means the last taxable year
before the most recent adoption of the
percentage method, if later than the
base year as determined under the pre-
ceding sentence.

(ii) Experience method. For purposes of
paragraph (c) of this section (relating
to the experience method), the term
base year means (A) the last taxable
year before the most recent adoption of
the experience method, or (B) the last
taxable year beginning on or before
July 11, 1969, which ever is later; and
for taxable years beginning after 1987,
the last taxable year beginning before
1988.

(iii) Example. The application of the
rules provided by this subparagraph
may be illustrated by the following ex-
ample:

Example. The T Bank is a commercial bank
which has a calendar year as its taxable
year. T adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, T has $1,000,000 of outstanding eligi-
ble loans and a balance of $19,300 in its re-
serve for losses on loans.

(a) During 1970, T has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1970, T has $1,050,000

of outstanding eligible loans. T elects the
percentage method. The base year is 1969.
The maximum reasonable addition under the
percentage method of $1,000 which is the
amount sufficient to increase the balance of
the reserve as of the close of the taxable year
to the balance of the reserve as of the close
of the base year 1969 ($19.300). Assuming that
T makes an addition to the reserve for losses
on loans of $1,000 for the year, the balance of
the reserve for losses on loans as of Decem-
ber 31, 1970, is $19,300 ($19,300¥$1,000+$1,000).

(b) During 1971, T has net bad debts of
$8,000 charged to the reserve for losses on
loans. On December 31, 1971, T has $1,100,000
of outstanding eligible loans. T elects the ex-
perience method. The base year is 1970. The
maximum reasonable addition under the ex-
perience method is $8,000 which is the
amount sufficient to increase the balance of
the reserve as of the close of the taxable year
to the balance of the reserve as of the close
of the 1970 base year ($19,300). Assuming that
T makes an addition to the reserve for losses
on loans of $8,000 for the year, the balance of
the reserve for losses on loans as of Decem-
ber 31, 1971, is $19,300, ($19,300¥$8,000+$8,000).

(c) During 1972, T has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1972, T has $1,200,000
of outstanding eligible loans. T elects the
percentage method. The base year is 1971 and
there is a reserve deficiency of $500
((1.8%×$1,100,000)¥$19,300). The maximum
reasonable addition under the percentage
method is $2,900 which consists of $100 of re-
serve deficiency (1⁄5×$500), the $1,000 in net
bad debts charged to the reserve for losses on
loans, and $1,800 attributable to the increase
in the balance of eligible loans
(1.8%×($1,200,000¥$1,100,000)). Assuming that
T makes an addition to the reserve for losses
on loans of $2,900 for the year, the balance of
the reserve for losses on loans as of Decem-
ber 31, 1972, is $21,200 ($19,300¥$1,000+$2,900).

(2) Loan—(i) General rule. For pur-
poses of this section and §§ 1.585–1,
1.585–3, and 1.585–4, the term loan
means debt as the term debt is used in
section 166 and the regulations there-
under. The term loan includes (but is
not limited to) the following items:

(A) An overdraft in one or more de-
posit accounts by a customer in good
faith whether or not other deposit ac-
counts of the same customer have bal-
ances in excess of the overdraft;

(B) A bankers acceptance purchased
or discounted by a bank; and

(C) A loan participation to the extent
that the taxpayer bears a risk of loss.

For purposes of (B) of this subdivi-
sion (i), a bankers acceptance shall be
considered as a loan made by the bank
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which purchased or discounted the
bankers acceptance and not a loan
made by the originating bank.

(ii) Exceptions. Notwithstanding the
provisions of subdivision (i) of this sub-
paragraph, the term loan does not in-
clude the following items:

(A) Discount or interest receivable
reflected in the face amount of an out-
standing loan, which discount or inter-
est has not been included in gross in-
come;

(B) For taxable years beginning after
December 31, 1976, commercial paper,
however acquired by the bank, includ-
ing, for example, short-term promis-
sory notes which may be purchased on
the open market;

(C) For taxable years beginning after
December 31, 1976, a debt evidenced by
a security (as defined in section
165(g)(2)(C) and the regulations there-
under);

(D) Any loan which is entered into or
acquired for the primary purpose of en-
larging the otherwise available bad
debt deduction;

(E) Loans which have been contrac-
tually committed to the extent that
funds have not been disbursed to the
borrower or disbursed on behalf of the
borrower; and

(F) Any transaction which is in viola-
tion of a Federal or State statute that
governs the activities of the financial
institution.

(3) Eligible loan—(i) General rule. For
purposes of this section and §§ 1.585–3
and 1.585–4, the term eligible loan means
a loan (as defined in subparagraph (2)
of this paragraph) which is incurred in
the course of the normal customer loan
activities of a financial institution and
which is not a loan described in sub-
division (ii) of this subparagraph. Noth-
ing within the preceding sentence will
be construed to exclude from the term
eligible loan a bona fide loan in a new
market or under a novel repayment ar-
rangement if the likelihood of non-
repayment is at least as great as that
of other customer loans of the financial
institution.

(ii) Exceptions. Loans which do not
constitute eligible loans include:

(A) A loan to a bank (as defined in
section 581 and the regulations there-
under) or to a domestic branch of a for-
eign corporation to which § 1.585–1 ap-

plies, including a repurchase trans-
action or other similar transaction;

(B) Bank funds on deposit in any
bank (foreign or domestic) such as a
deposit represented by a certificate of
deposit or any other form of instru-
ment evidencing the deposit of a sum
of money with the issuing bank that
will be available on or after a stated
date or period of time;

(C) A sale or loan of Federal funds ir-
respective of the purchaser or bor-
rower;

(D) A loan, to the extent that it is di-
rectly or indirectly made to, guaran-
teed by, or insured by the United
States, a possession or instrumentality
thereof, or a State or political subdivi-
sion thereof; and

(E) A loan which is secured by a de-
posit in the lending financial institu-
tion or in a bank as defined in section
581 or a domestic branch of a foreign
corporation to which this section ap-
plies to the extent that the financial
institution has control over with-
drawal of such deposit.

(iii) Definition of loan which is secured
by a deposit. For purposes of subdivi-
sion (ii)(E) of this subparagraph:

(A) A loan is considered secured if
the loan is on the security of any in-
strument which makes the deposit spe-
cific security for the payment of the
loan, provided that such instrument is
of such a nature that in the event of
default the deposit could be subjected
to the satisfaction of the loan;

(B) A deposit includes a guarantee
deposit in the form of a holdback,
pledged collateral that has been re-
duced to cash, and loan payments that
are maintained in a separate account;
and

(C) Control over the withdrawal of a
deposit is evidenced by possession of a
passbook, certificate of deposit, note,
or other similar instrument the posses-
sion of which is normally required to
permit withdrawal. The lending finan-
cial institution does not have control
over withdrawal of the deposit if the
deposit can be withdrawn without con-
sent of the lending financial institu-
tion. Thus, the lending financial insti-
tution normally does not have control
over the withdrawal of a deposit in an
account merely because the borrower
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agrees to maintain a minimum, aver-
age, or compensating balance.

(4) Predecessor. For purposes of this
section, the term predecessor means (i)
any taxpayer which transferred more
than 50 percent of the total amount of
its assets to the taxpayer and is de-
scribed in § 1.585–1, or (ii) any prede-
cessor of such predecessor.

(5) Authorization years. For purposes
of this section, the term authorization
years means the number of years, con-
taining 12 complete months, between
(i) the first day of the first full taxable
year of the taxpayer for which it (or
any predecessor) was authorized to do
business as a financial institution de-
scribed in § 1.585–1, and (ii) the taxable
year.

(6) Comparison years. For purposes of
this section, the term comparison years
means those consecutive taxable years
containing 12 complete months of a
comparable bank, the last of which
ends within 12 months immediately
preceding the beginning of the first
taxable year of the taxpayer, which are
equal in number to six minus the num-
ber of authorization years of the tax-
payer.

(7) Comparable bank. For purposes of
this section, the term comparable bank
means all the financial institutions de-
scribed in § 1.585–1 located within the
same Federal Reserve district.

(8) Average loans outstanding. For pur-
poses of this section, the term average
loans outstanding means the sum of the
loans outstanding at the close of each
taxable year of a period divided by the
number of taxable years in such period.

(9) Adjusted for recoveries of bad debts.
For purposes of this section, the term
adjusted for recoveries of bad debts means
an adjustment for the full amount re-
covered with respect to bad debts pre-
viously charged to the reserve during
any of the applicable taxable years.

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3109, Jan. 23, 1978, as amend-
ed by T.D. 7835, 47 FR 42342, Sept. 27, 1982;
T.D. 8513, 58 FR 68757, Dec. 29, 1993]

§ 1.585–3 Special rules.
(a) Treatment of reserve. For taxable

years beginning after July 11, 1969, if a
financial institution to which section

585 and § 1.585–1 apply establishes a re-
serve pursuant to section 585(a) (or, for
taxable years beginning before January
1, 1987, section 166(c)), any bad debt in
respect of a loan (whether or not such
loan is an eligible loan) must be
charged to the reserve for losses on
loans provided for by § 1.585–1 for the
taxable year in which the bad debt oc-
curs. For such a year, any recovery of
a bad debt previously charged to the
reserve account in respect of a loan
(whether or not such loan is an eligible
loan) must be credited to such reserve
in the taxable year of recovery regard-
less of whether such credit causes the
reserve to exceed the permissible
amount. If, as a result of net recoveries
during the taxable year, the reserve
balance exceeds the permissible
amount, a taxpayer is not required to
report the excess as taxable income. In
such a case, the excess over the other-
wise permissible amount in the reserve
account precludes current reasonable
additions to the reserve and may affect
future reasonable additions. Recoveries
of bad debts which were not charged to
the reserve shall not be credited to
such reserve, but shall be treated as
taxable income subject to the provi-
sions of section 111. No item other than
a loan as defined in § 1.585–2 (e)(2) shall
be charged to the reserve for losses on
loans.

(b) Accounting for reserve. A financial
institution to which section 585 and
§ 1.585–1 apply which establishes a re-
serve pursuant to section 585(a) (or, for
taxable years beginning before January
1, 1987, section 166(c)) shall establish
and maintain a permanent record of
such reserve. Copies of Federal income
tax returns and amended returns with
attached schedules satisfy the require-
ments of this paragraph provided that
such returns are permanently main-
tained by the financial institution and
the balance of the reserve for losses on
loans established pursuant to section
585(a) (or former section 166(c)) can be
readily reconciled with the reservefor
losses on loans maintained by the fi-
nancial institution for financial state-
ment purposes. The requirements of
this paragraph would also be satisfied
if a financial institution establishes
and maintains a permanent subsidiary
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ledger reflecting an account for the re-
serve for losses on loans established
pursuant to section 585(a) (or former
section 166(c)) provided the balance in
such account can be readily reconciled
with the balance of the reserve for
losses on loans for financial statement
purposes maintained in any other ledg-
er. The permanent records maintained
pursuant to this section must reflect
any changes in the amount initially
added to the reserve for losses on loans
and the amount finally determined by
the taxpayer to be a reasonable addi-
tion to the reserve for losses on loans.

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3114, Jan. 23, 1978, as amend-
ed by T.D. 8513, 58 FR 68757, Dec. 29, 1993]

§ 1.585–4 Reorganizations and asset ac-
quisitions.

(a) In general. In computing a reason-
able addition to the reserve for losses
on loans for the first taxable year end-
ing after a transaction to which sec-
tion 381(a) applies and for subsequent
taxable years, the separate reserves for
losses on loans, the amount of loans
outstanding, the total bad debts sus-
tained (adjusted for recoveries), and
the amount of eligible loans out-
standing of the distributor or trans-
feror corporation and the acquiring
corporation (or, in the case of a con-
solidation, the transferor corporations)
shall be combined for all applicable
years. Thus, for example, in applying
§ 1.585–2(c)(1)(i) for the first taxable
year ending after the distribution or
transfer, the total bad debts sustained
during the 5 preceding taxable years
are the sum of the bad debts sustained
by the acquiring corporation for the 5
preceding taxable years and bad debts
sustained by the distributor or trans-
feror corporation for the taxable year
ending on the date of distribution or
transfer and the 4 preceding taxable
years.

(b) Base year and base year amounts of
acquiring corporation—(1) Base year. For
transactions to which section 381(a) ap-
plies, the base year of the acquiring
corporation for the first taxable year
ending after the date of distribution or
transfer shall be the last taxable year
ending on or before the date of dis-

tribution or transfer. The balance of
the reserve, the amount of loans out-
standing, and the amount of eligible
loans outstanding at the close of such
base year shall be determined in ac-
cordance with the provisions of sub-
paragraph (2)(i) of this paragraph. For
taxable years subsequent to the first
taxable year ending after the date of
distribution or transfer, the base year
of the acquiring corporation shall be
the more recent of the base year pro-
vided by the first sentence of this sub-
paragraph or the base year provided by
§ 1.585–2(e)(1). If § 1.585–2(e)(1) provides
the more recent base year, the balance
of the reserve for losses on loans, the
amount of loans outstanding, and the
amount of eligible loans outstanding
shall be determined at the close of such
base year without regard to this para-
graph.

(2) Base year amounts—(i) Method of
determination. The balance of the re-
serve for losses on loans, the amount of
loans outstanding, and the amount of
eligible loans outstanding at the close
of the base year provided by the first
sentence of subparagraph (1) of this
paragraph shall be the total of such
amounts of the distributor or trans-
feror corporation and the acquiring
corporation (or, in the case of a con-
solidation, the transferor corporations)
at the close of what would have been
their respective base years determined
under § 1.585–2(e)(1) if the distribution
or transfer to which section 381(a) ap-
plies had not occurred, except that the
method (experience or percentage) used
or adopted by the acquiring corpora-
tion to determine its reasonable addi-
tion to a reserve for losses on loans for
the first taxable year ending after the
date of the distribution or transfer
shall be considered to be the method
that the distributor or transferor cor-
poration (or, in the case of a consolida-
tion, that the transferor corporation)
would have used or adopted for its first
taxable year ending after the date of
distribution or transfer if the distribu-
tion or transfer had not occurred.

(ii) Examples. The application of the
rule provided by this subparagraph
may be illustrated by the following ex-
amples:

Example 1. The X Corporation and the Y
Corporation are commercial banks both of
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which have a calendar year as a taxable
year. Both X and Y adopted the reserve
method of accounting for bad debts prior to
July 11, 1969. For the taxable year 1970
through 1973, X and Y determined their rea-
sonable additions to a reserve for losses on
loans as defined in § 1.585–2(e)(2) under the
percentage method. On June 30, 1974, the X
Bank is merged into the Y Bank; for its
short taxable year ending on June 30, 1974, X
determines its reasonable addition under the
percentage method. If, for the taxable year
ending on December 31, 1974 (the first taxable
year ending after the date of distribution or
transfer), Y determines its reasonable addi-
tion to a reserve for losses on loans under
the percentage method, then at the close of
the base year the reserve balance, the
amount of outstanding loans, and the
amount of eligible loans outstanding are the
sum of X’s and Y’s respective amounts at the
close of the taxable year endingDecember 31,
1969 (the base year of both X and Y deter-
mined under § 1.585–2(e)(1) as if the distribu-
tion or transfer had not taken place). If, in-
stead of the above, Y adopts the experience
method of determining its reasonable addi-
tion to a reserve for losses for the taxable
year 1974, than at the close of the base year
(1973) the reserve balances, the amount of
loans outstanding, and the amount of eligi-
ble loans outstanding are the sum of X’s re-
spective amounts at the close of its short
taxable year ending on June 30, 1974 (X’s last
taxable year before its (Y’s) most recent
adoption of the experience method) and of
Y’s respective amounts at the close of its
taxable year 1973 (Y’s last taxable year be-
fore its most recent adoption of the experi-
ence method).

Example 2. The M Corporation and the N
Corporation are commercial banks. M has a
fiscal year ending September 30, as its tax-
able year and N has a calendar year as its
taxable year. Both M and N adopted the re-
serve method of accounting for bad debts
prior to July 11, 1969. For the taxable years
ending in 1970, 1971, and 1972, M determined
its reasonable addition to a reserve for losses
under the percentage method; for the taxable
year ending in 1973 M adopted the experience
method. For the taxable years 1970 through
1973 N determined its reasonable addition
under the percentage method. M is merged
into N on June 30, 1974, and for its short tax-
able year ending on June 30, 1974, M deter-
mines its reasonable addition under the ex-
perience method. If, for the taxable year end-
ing on December 31, 1974 (thefirst taxable
year ending after the date of distribution or
transfer), N determines its reasonable addi-
tion to a reserve for losses under the per-
centage method, then at the close of the base
year (1973) the reserve balance, the amount
of loans outstanding, and the amount of eli-
gible loans outstanding are the sum of M’s
respective amounts at the close of (a) if M

had a reserve deficiency as of June 30, 1974,
its short taxable year ending on June 30, 1974
(M’s last taxable year before its (N’s) most
recent adoption of the percentage method),
or (b) if M did not have a reserve deficiency,
the taxable year ending on September 30,
1969, and N’s respective amounts at the close
of its taxable year 1979. If, instead of the
above, N adopts the experience method for
the taxable year 1974, then at the close of the
base year the reserve balance, the amount of
outstanding loans, and the amount of eligi-
ble loans outstanding are the sum of M’s re-
spective amounts at the close of its taxable
year ending on September 30, 1972 (the last
taxable year before M’s most recent adoption
of the experience method), and N’s respective
amounts at the close of the taxable year 1973
(the last taxable year ending before N’s most
recent adoption of the experience method).

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3114, Jan. 23, 1978]

§ 1.585–5 Denial of bad debt reserves
for large banks.

(a) General rule. For taxable years be-
ginning after December 31, 1986, a large
bank (as defined in paragraph (b) of
this section) may not deduct any
amount under section 585 or any other
section for an addition to a reserve for
bad debts. However, for these years, ex-
cept as provided in § 1.585–7, a large
bank may deduct amounts allowed
under section 166(a) for specific debts
that become worthless in whole or in
part. Any large bank that maintained a
reserve for bad debts under section 585
for the taxable year immediately pre-
ceding its disqualification year (as de-
fined in paragraph (d)(1) of this sec-
tion) must follow the rules prescribed
by § 1.585–6 or § 1.585–7 for changing
from the reserve method of accounting
for bad debts that is allowed by section
585, to the specific charge-off method of
accounting for bad debts, in its dis-
qualification year. However, except as
may be provided otherwise in regula-
tions prescribed under section 593, the
rules prescribed by §§ 1.585–6 and 1.585–7
do not apply to a large bank that main-
tained a reserve for bad debts under
section 593 for the taxable year imme-
diately preceding its disqualification
year.

(b) Large bank—(1) General definition.
For purposes of this section, a large
bank is any institution described in
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§ 1.585–1(b)(1) (i) or (ii) if, for the tax-
able year (or for any preceding taxable
year beginning after December 31,
1986)—

(i) The average total assets of the in-
stitution (determined under paragraph
(c) of this section) exceed $500,000,000;
or

(ii) The institution is a member of a
parent-subsidiary controlled group (as
defined in paragraph (d)(2) of this sec-
tion) and the average total assets of
the group exceed $500,000,000.

(2) Large bank resulting from transfer
by large bank—(i) In general. If a cor-
poration acquires the assets of a large
bank (as defined in this paragraph (b))
in an acquisition to which paragraph
(b)(2) (ii), (iii) or (iv) of this section ap-
plies, the acquiring corporation (the
acquiror) is treated as a large bank for
any taxable year ending after the date
of the acquisition in which it is an in-
stitution described in § 1.585–1(b)(1) (i)
or (ii).

(ii) Transfer of significant portion of
assets where control is retained. This
paragraph (b)(2)(ii) applies to any di-
rect or indirect acquisition of a signifi-
cant portion of a large bank’s assets if,
after the acquisition, the transferor
large bank owns more than 50 percent
(by vote or value) of the outstanding
stock of the acquiror. For this purpose,
stock of an acquiror is considered
owned by a transferor bank if the stock
is owned by any member of a parent-
subsidiary controlled group (as defined
in paragraph (d)(2) of this section) of
which the bank is a member, by any re-
lated party within the meaning of sec-
tion 267(b) or 707(b), or by any person
that received the stock in a trans-
action to which section 355 applies.

(iii) Transfer to which section 381 ap-
plies. This paragraph (b)(2)(iii) applies
to any acquisition to which section
381(a) applies if, immediately after the
acquisition, the acquiror’s principal
method of accounting for bad debts (de-
termined under § 1.381(c)(4)–1(c)(2)) with
respect to its banking business is the
specific charge-off method. In applying
§ 1.381(c)(4)–1(c)(2) for this purpose, the
following rules apply: A transferor
large bank is considered to use the spe-
cific charge-off method for all of its
loans immediately before the acquisi-
tion; an acquiror is considered to use a

reserve method for all of its loans im-
mediately before the acquisition; and
all banking businesses of the acquiror
immediately after the acquisition are
treated as one integrated business. See
§§ 1.585–6(c)(3) and 1.585–7(d)(2) for rules
on the treatment of assets acquired
from large banks in section 381(a)
transactions.

(iv) Transfer of substantially all assets
to related party. This paragraph
(b)(2)(iv) applies to any direct or indi-
rect acquisition of substantially all of
a large bank’s assets if the transferor
large bank and the acquiror are related
parties before or after the acquisition
and a principal purpose of the acquisi-
tion is to avoid treating the acquired
assets as those of a large bank. A
transferor bank and an acquiror are
considered to be related parties for this
purpose if they are members of the
same parent-subsidiary controlled
group (as defined in paragraph (d)(2) of
this section) or related parties within
the meaning of section 267(b) or 707(b).

(3) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Bank M, a calendar year tax-
payer, is an institution described in § 1.585–
1(b)(1)(i). For its taxable year beginning on
January 1, 1987, M has average total assets of
$600 million. Since M’s average total assets
for 1987 exceed $500 million, M is a large bank
for that year. Pursuant to § 1.585–5(d)(1), 1987
is M’s disqualification year. If M maintained
a bad debt reserve under section 585 for its
immediately preceding taxable year (1986), M
must change in 1987 to the specific charge-off
method of accounting for bad debts, in ac-
cordance with § 1.585–6 or § 1.585–7.

Example 2. Assume the same facts as in Ex-
ample 1. Also assume that in 1988 M disposes
of a portion of its assets and, as a result, M’s
average total assets for taxable year 1988 fall
to $400 million. M remains a large bank for
taxable year 1988 and succeeding taxable
years, since its average total assets for a pre-
ceding taxable year (1987) beginning after
December 31, 1986, exceeded $500 million.

Example 3. Bank P, a calendar year tax-
payer, is an institution described in § 1.585–
1(b)(1)(i). P has average total assets of $300
million for its taxable year beginning on
January 1, 1988. For the same year, P is a
member of a parent-subsidiary controlled
group (within the meaning of § 1.585–5(d)(2))
that has average total assets of $800 million.
In February 1989, the group sells its stock in
P to several individual investors. P is a large
bank for taxable year 1988 because it is a
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member of a group described in § 1.585–
5(b)(1)(ii) for that year. P also is a large bank
for taxable year 1989 and succeeding taxable
years because it was a member of a group de-
scribed in § 1.585–5(b)(1)(ii) for a preceding
taxable year (1988) beginning after December
31, 1986.

Example 4. Assume the same facts as in Ex-
ample 3, except that P’s stock is purchased
by a corporation that is not a large bank
under § 1.585–5(b). Also assume that the pur-
chasing corporation elects under section 338
to treat the stock purchase as an asset ac-
quisition. Under section 338, P is considered
to have sold all of its assets on the purchase
date and is treated as a new corporation that
purchased these assets on the next day.
Since P is treated as a new corporation, its
prior membership in a group described in
§ 1.585–5(b)(1)(ii) does not cause it to be treat-
ed as a large bank for taxable years ending
after the date of its sale by the group. How-
ever, P may be treated as a large bank be-
cause of new membership in such a group or
pursuant to § 1.585–5(b)(1)(i) or (b)(2).

Example 5. Bank Q is a large bank, within
the meaning of § 1.585–5(b)(1), for its taxable
year beginning on January 1, 1988, and hence
for all later years. On March 1, 1989, Q trans-
fers $200 million of its $600 million of assets
to Bank R, a newly created subsidiary, in a
transaction to which section 351 applies;
these assets are R’s only assets. On the same
day, Q then spins off R in a transaction to
which section 355 applies. After these trans-
actions, the shareholders of Q own more than
50 percent of R’s outstanding stock. Al-
though R’s average total assets do not ex-
ceed $500 million, R becomes a large bank on
March 1, 1989, pursuant to § 1.585–5(b)(2)(ii).
These transactions do not affect Q’s status
as a large bank.

Example 6. Bank S is a large bank, within
the meaning of § 1.585–5(b)(1)(ii), for its tax-
able year beginning on January 1, 1987. As a
result, S changes to the specific charge-off
method of accounting for bad debts in that
year. Bank T, which is not a large bank
under § 1.585–5(b), uses the reserve method of
accounting for bad debts. On June 30, 1988, T
acquires substantially all of S’s assets in a
transaction to which section 381(a) applies.
Immediately before the acquisition, S’s
banking business has total assets of $200 mil-
lion, and T’s has total assets of $250 million.
To determine whether T is a large bank
under § 1.585–5(b)(2)(iii) for taxable years end-
ing after the acquisition, it is necessary to
determine T’s principal method of account-
ing for bad debts with respect to its banking
business immediately after the acquisition.
This determination requires an application
of § 1.381(c)(4)–1(c)(2). For this purpose, T’s
original and acquired banking businesses are
treated as an integrated business. Applying
§ 1.381(c)(4)–1(c)(2), it is determined that the
business’s principal method of accounting for

bad debts immediately after the acquisition
is the reserve method. Hence, the acquisition
does not cause T to become a large bank
under § 1.585–5(b)(2)(iii).

(c) Average total assets—(1) In general.
For purposes of paragraph (b)(1) of this
section, and except as otherwise pro-
vided in paragraph (c)(3)(ii) of this sec-
tion, the average total assets of an in-
stitution or group for any taxable year
are determined by—

(i) Computing, for each report date
(as defined in paragraph (c)(2) of this
section) within the taxable year, the
amount of total assets (as defined in
paragraph (c)(3) of this section) held by
the institution or group as of the close
of business on the report date;

(ii) Adding these amounts; and
(iii) Dividing the sum of these

amounts by the number of report dates
within the taxable year.

(2) Report date—(i) Institutions—(A) In
general. A report date for an institution
generally is the last day of the regular
period for which the institution must
report to its primary Federal regu-
latory agency. However, an institution
that is required to report to its pri-
mary Federal regulatory agency more
frequently than quarterly may choose
the last day of the calendar quarter as
its report date, and an institution that
is required to report to its primary
Federal regulatory agency less fre-
quently than quarterly must choose
the last day of the calendar quarter as
its report date. If an institution does
not have a Federal regulatory agency,
its primary State regulatory agency is
considered its primary Federal regu-
latory agency for purposes of this para-
graph (c)(2)(i)(A). In the case of a short
taxable year that does not otherwise
include a report date, the first or last
day of the taxable year is the institu-
tion’s report date for the year.

(B) Alternative report date. In lieu of
the report date prescribed by para-
graph (c)(2)(i)(A) of this section, for
any taxable year an institution may
choose as its report date the last day of
any regular interval in the taxable
year that is more frequent than quar-
terly (such as bi-monthly, monthly,
weekly, or daily).

(ii) Groups. If all members of a par-
ent-subsidiary controlled group have
the same taxable year, a report date
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for the group is the report date, deter-
mined under paragraph (c)(2)(i) of this
section, for any one member of the
group that is an institution described
in § 1.585–1(b)(1) (i) or (ii). The same re-
port date must be used in applying
paragraph (b)(1)(ii) of this section to
all members of the group for a taxable
year. If all members of a parent-sub-
sidiary controlled group do not have
the same taxable year, a report date
for the group must be determined
under similar principles.

(iii) Member of group for only part of
taxable year. If an institution is a mem-
ber of a parent-subsidiary controlled
group for only part of a taxable year,
paragraph (b)(1)(ii) of this section is
applied to the institution for that year
on the basis of the group’s average
total assets for the portion of the year
that the institution is a member of the
group. Thus, only the group’s report
dates (as determined under paragraph
(c)(2)(ii) of this section) that are in-
cluded in that portion of the year are
taken into account in determining the
group’s average total assets for pur-
poses of applying paragraph (b)(1)(ii) of
this section to the institution. If no re-
port date of the group is included in
that portion of the year, the first or
last day of that portion of the year
must be treated as the group’s report
date for purposes of this paragraph
(c)(2)(iii).

(3) Total assets—(i) All corporations.
The amount of total assets held by an
institution or group is the amount of
cash, plus the sum of the adjusted
bases of all other assets, held by the in-
stitution or group. For this purpose,
the adjusted basis of an asset generally
is its basis for Federal income tax pur-
poses, determined under sections 1012,
1016 and other applicable sections of
the Internal Revenue Code. In deter-
mining the amount of total assets held
by a group, any asset of a member of
the group that is an interest in another
member of the group is not to be
counted.

(ii) Foreign corporations. In deter-
mining the amount of total assets held
by a foreign corporation, all of the cor-
poration’s assets are taken into ac-
count, including those that are not ef-
fectively connected with the conduct of
a banking business within the United

States. In the case of a foreign corpora-
tion that is not engaged in a trade or
business in the United States, the ad-
justed basis of an asset must be deter-
mined substantially in accordance with
United States tax principles as pro-
vided in regulations under section 964.
In the case of a foreign corporation
that is engaged in a trade or business
in the United States, the amount of its
average total assets for a taxable year
(within the meaning of paragraph (c)(1)
of this section) is the amount of the
corporation’s average worldwide assets
used for purposes of computing the in-
terest expense deduction allowable
under section 882 and § 1.882–5 for the
taxable year.

(4) Estimated adjusted tax bases—(i) In
general. The amount of the adjusted
Federal income tax bases (tax bases) of
assets held on a report date may be es-
timated, for purposes of applying para-
graph (c)(3) of this section. This esti-
mate must be based on the adjusted
bases of the assets on that date as de-
termined by reference to the asset
holder’s books and records maintained
for financial reporting purposes (book
bases). The estimate must reflect any
change in the ratio between the asset
holder’s tax and book bases of assets
that occurs during the taxable year,
and the estimate must assume that
this change occurs ratably. If an insti-
tution or group member estimates the
tax bases of assets held on any report
date during a taxable year, it must do
so for all assets (other than cash) held
on that report date, and it must do so
for all other report dates during the
year. However, the tax bases of assets
may not be estimated for any report
date that is the first or last day of the
taxable year or that is determined
under paragraph (c)(2)(i)(B) of this sec-
tion.

(ii) Formulas. The estimated amount
of the tax bases of assets held on any
report date during a taxable year is
based on the following variables: The
total book bases of the assets on the
report date (B); the asset holder’s tax/
book ratio as of the close of the pre-
ceding taxable year (R); and the result
(whether positive or negative) obtained
when R is subtracted from the asset
holder’s tax/book ratio as of the close of

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00323 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



324

26 CFR Ch. I (4–1–01 Edition)§ 1.585–6

the current taxable year (Y). For pur-
poses of determining R and Y, an asset
holder’s tax/book ratio is the ratio of the
total tax bases of all of the holder’s as-
sets (other than cash), to the total
book bases of those assets. If an asset
holder’s taxable year is the calendar
year and its report date is the last day
of the calendar quarter, its estimated
tax bases of assets held on the first
three report dates of the year are de-
termined under the following formulas:

1st Report Date=B×(R+1⁄4Y)
2nd Report Date=B×(R+1⁄2Y)
3rd Report Date=B×(R+3⁄4Y)

(5) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. Bank U is a fiscal year tax-
payer, and its fiscal year ends on January 31.
U reports to its primary Federal regulatory
agency as of the last day of the calendar
quarter. U does not choose under § 1.585–
5(c)(2)(i)(B) a report date more frequent than
quarterly. Thus, U’s report dates under
§ 1.585–5(c)(2)(i)(A) are March 31, June 30, Sep-
tember 30, and December 31. For its taxable
year beginning on February 1, 1987, U has
total assets (within the meaning of § 1.585–
5(c)(3)) of $480 million on March 31, $490 mil-
lion on June 30, $510 million on September
30, and $540 million on December 31. Thus,
pursuant to § 1.585–5(c)(1), U’s average total
assets for its taxable year beginning on Feb-
ruary 1, 1987, are $505 million.

Example 2. Bank W is a calendar year tax-
payer, and its report date (within the mean-
ing of § 1.585–5(c)(2)(i)(A)) is the last day of
the calendar quarter. Pursuant to § 1.585–
5(c)(4), W chooses to estimate the tax bases
of its assets for 1990. Therefore, W must esti-
mate the tax bases of all of its assets (other
than cash) for its first three report dates in
1990. Since W’s fourth report date (December
31) is the last day of its taxable year, the tax
bases of its assets may not be estimated for
this date. The adjusted tax bases ofall of W’s
assets (other than cash) are $450z on Decem-
ber 31, 1989, and $480z on December 31, 1990.
The book bases of those assets are $500z on
December 31, 1989; $520z on March 31, 1990;
$540z on June 30, 1990; $560z on September 30,
1990; and $600z on December 31, 1990. Applying
the formulas provided in § 1.585–5(c)(4)(ii),
W’s tax/book ratio as of the close of 1989 (R),
is 0.9 (450z/500z). W’s tax/book ratio as of the
close of 1990 is 0.8 (480z/600z). Thus, Y is ¥0.1.
The estimated adjusted tax bases of all of
W’s assets (other than cash) on the first
three report dates of 1990 are as follows:

1 1 4
0 9 1 4 0 1

2 1 2
0 9 1 2 0 1

3 3 4
0 9 3 4 0 1

st B R Y
z
z

nd B R Y
z
z

rd B R Y
z
z

= × +
= × + −
=
= × +
= × + −
=
= × +
= × + −
=

( )
$520 [ . ( . )]
$455

( )
$540 [ . ( . )]
$459

( )
$560 [ . ( . )]
$462

(d) Definitions. The following defini-
tions apply for purposes of this section
and §§ 1.585–6, 1.585–7 and 1.585–8:

(1) Disqualification year. A bank’s dis-
qualification year is its first taxable
year beginning after December 31, 1986,
for which the bank is a large bank
within the meaning of paragraph (b) of
this section.

(2) Parent-subsidiary controlled group.
A parent-subsidiary controlled group
includes all of the members of a con-
trolled group of corporations described
in section 1563(a)(1). The members of
such a group are determined without
regard to whether any member is an ex-
cluded member described in section
1563(b)(2), a foreign entity, or a com-
mercial bank.

(3) Example. The following example il-
lustrates the principles of this para-
graph (d):

Example. Bank X is a large bank within the
meaning of § 1.585–5(b)(1)(i). Bank Y is not a
large bank under § 1.585–5(b), and it main-
tains a bad debt reserve under section 585. In
1988, X purchases all of the stock of Y. If the
acquisition causes Y to become a member of
a parent-subsidiary controlled group de-
scribed in § 1.585–5(b)(1)(ii), Y is a large bank
beginning in its first taxable year that ends
after the date of the acquisition. Pursuant to
§ 1.585–5(d)(1), this year is Y’s disqualification
year. Y must change in this year to the spe-
cific charge-off method of accounting for bad
debts, in accordance with § 1.585–6 or § 1.585–7.

[T.D. 8513, 58 FR 68757, Dec. 29, 1993; 59 FR
15502, Apr. 1, 1994]

§ 1.585–6 Recapture method of chang-
ing from the reserve method of sec-
tion 585.

(a) General rule. This section applies
to any large bank (as defined in § 1.585–
5(b)) that maintained a reserve for bad
debts under section 585 for the taxable
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year immediately preceding its dis-
qualification year (as defined in § 1.585–
5(d)(1)) and that does not elect the cut-
off method set forth in § 1.585–7. Except
as otherwise provided in paragraphs (c)
and (d) of this section, any bank to
which this section applies must include
in income the amount of its net section
481(a) adjustment (as defined in para-
graph (b)(3) of this section) over the
four-year period beginning with the
bank’s disqualification year. If a bank
follows the rules prescribed by
thissection, its change to the specific
charge-off method of accounting for
bad debts in its disqualification year
will be treated as a change in account-
ing method that is made with the con-
sent of the Commissioner. Paragraph
(b) of this section specifies the portion
of the net section 481(a) adjustment to
be included in income in each year of
the recapture period; paragraph (c) of
this section provides rules on the effect
of disposing of loans; and paragraph (d)
of this section provides rules on the
suspension of recapture by financially
troubled banks.

(b) Four-year spread of net section
481(a) adjustment—(1) In general. If a
bank to which this section applies does
not make the election allowed by para-
graph (b)(2) of this section, the bank
must include in income the following
portions of its net section 481(a) adjust-
ment in each year of the four-year re-
capture period: 10 percent in the bank’s
disqualification year; 20 percent in its
first taxable year after its disqualifica-
tion year; 30 percent in its second tax-
able year after its disqualification
year; and 40 percent in its third taxable
year after its disqualification year.

(2) Election to include more than 10 per-
cent in disqualification year. A bank to
which this section applies may elect to
include in income, in its disqualifica-
tion year, any percentage of its net
section 481(a) adjustment that is larger
than 10 percent. Any such election
must be made at the time and in the
manner prescribed by § 1.585–8. If a
bank makes such an election, the bank
must include in income the remainder,
if any, of its net section 481(a) adjust-
ment in the following portions: 2⁄9 of
the remainder in the bank’s first tax-
able year after its disqualification
year; 1⁄3 of the remainder in its second

taxable year after its disqualification
year; and 4⁄9 of the remainder in its
third taxable year after its disquali-
fication year. For this purpose, the re-
mainder of a bank’s net section 481(a)
adjustment is any portion of the ad-
justment that the bank does not elect
to include in income in its disqualifica-
tion year.

(3) Net section 481(a) adjustment. For
purposes of this section, the amount of
a bank’s net section 481(a) adjustment
is the amount of the bank’s reserve for
bad debts as of the close of the taxable
year immediately preceding its dis-
qualification year. Since the change
from the reserve method of section 585
is initiated by the taxpayer, the
amount of the bank’s bad debt reserve
for this purpose is not reduced by
amounts attributable to taxable years
beginning before 1954.

(4) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Bank M is a large bank within
the meaning of § 1.585–5(b). M’s disqualifica-
tion year is its taxable year beginning on
January 1, 1989, and M maintained a bad debt
reserve under section 585 for the preceding
taxable year. Pursuant to § 1.585–5(a), M must
change from the reserve method of account-
ing for bad debts to the specific charge-off
method in its disqualification year. M does
not elect the cut-off method set forth in
§ 1.585–7. Thus, M must follow the recapture
method set forth in this § 1.585–6. M’s net sec-
tion 481(a) adjustment, as defined in § 1.585–
6(b)(3), is $2 million. M does not make the
election allowed by § 1.585–6(b)(2). Pursuant
to § 1.585–6(b)(1), M must include the fol-
lowing amounts in income: $200,000 in tax-
able year 1989; $400,000 in 1990; $600,000 in 1991;
and $800,000 in 1992.

Example 2. Assume the same facts as in Ex-
ample 1, except that M elects under § 1.585–
6(b)(2) to recapture 55 percent of its net sec-
tion 481(a) adjustment in its disqualification
year. Pursuant to § 1.585–6(b)(2), M must in-
clude the following amounts in income:
$1,100,000 in taxable year 1989; $200,000 in 1990;
$300,000 in 1991; and $400,000 in 1992.

(c) Effect of disposing of loans—(1) In
general. Except as provided in para-
graphs (c)(2) and (c)(3) of this section,
if a bank to which this section applies
sells or otherwise disposes of any of its
outstanding loans on or after the first
day of its disqualification year, the dis-
position does not affect the bank’s obli-
gation under this section to include in
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income the amount of its net section
481(a) adjustment, and the disposition
does not affect the amount of this ad-
justment.

(2) Cessation of banking business—(i) In
general. If a bank to which this section
applies ceases to engage in the business
of banking before it is otherwise re-
quired to include in income the full
amount of its net section 481(a) adjust-
ment, the bank must include in income
the remaining amount of the adjust-
ment in the taxable year in which it
ceases to engage in the business of
banking. For this purpose, and except
as provided in paragraph (c)(2)(ii) of
this section, whether a bank ceases to
engage in the business of banking is de-
termined under the principles of § 1.446–
1(e)(3)(ii) and its administrative proce-
dures.

(ii) Transition rule. A bank that
ceases to engage in the business of
banking as the result of a transaction
to which section 381(a) applies is not
treated as ceasing to engage in the
business of banking if, on or before
March 29, 1994, either the transaction
occurs or the bank enters into a bind-
ing written agreement to carry out the
transaction.

(3) Certain section 381 transactions.
This paragraph (c)(3) applies if a bank
to which this section applies transfers
outstanding loans to another corpora-
tion on or after the first day of the
bank’s disqualification year (and be-
fore it has included in income the full
amount of its net section 481(a) adjust-
ment) in a transaction to which section
381(a) applies, and under paragraph
(c)(2) (i) or (ii) of this section the trans-
feror bank is not treated as ceasing to
engage in the business of banking as a
result of the transaction. If this para-
graph (c)(3) applies, the acquiring cor-
poration (the acquiror) steps into the
shoes of the transferor with respect to
using the recapture method prescribed
by this section and assumes all of the
transferor’s rights and obligations
under paragraph (b) of this section. The
unrecaptured balance of the trans-
feror’s net section 481(a) adjustment
carries over in the transaction to the
acquiror, and the acquiror must com-
plete the four-year recapture procedure
begun by the transferor. In applying
this procedure, the transferor’s taxable

year that ends on or includes the date
of the acquisition and the acquiror’s
first taxable year ending after the date
of the acquisition represent two con-
secutive taxable years within the four-
year recapture period.

(4) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. Bank P is a bank to which this
§ 1.585–6 applies. P’s disqualification year is
its taxable year beginning on January 1, 1989,
and P recaptures 10 percent of its net section
481(a) adjustment in that year pursuant to
§ 1.585–6(b)(1). In July 1990 P disposes of a por-
tion of its loan portfolio in a transaction to
which section 381(a) does not apply, and P
continues to engage in the business of bank-
ing. Pursuant to § 1.585–6(c)(1), the disposi-
tion does not affect P’s obligation under
§ 1.585–6(b)(1) to recapture the remainder of
its net section 481(a) adjustment in 1990, 1991
and 1992. Nor does the disposition affect the
amount of the adjustment.

Example 2. Assume the same facts as in Ex-
ample 1, except that P ceases to engage in
the business of banking in 1990, as deter-
mined under the principles of § 1.446–
1(e)(3)(ii) and its administrative procedures.
Pursuant to § 1.585–6(c)(2)(i), in 1990 P must
include in income the remaining 90 percent
of its net section 481(a) adjustment.

Example 3. Assume the same facts as in Ex-
ample 1, except that P’s 1990 disposition of
loans is a transaction to which section 381(a)
applies, P ceases to engage in the business of
banking as a result of the transaction, and
P’s taxable year ends on the date of the
transaction. Thus, in the transaction, P
transfers substantially all of its loans to an
acquiring corporation (Q). Q is a calendar
year taxpayer. Because the transaction oc-
curred before March 29, 1994, the transition
rule of § 1.585–6(c)(2)(ii) applies, and P is not
treated as ceasing to engage in the business
of banking. Pursuant to § 1.585–6(c)(3), Q
steps into P’s shoes with respect to using the
recapture method prescribed by § 1.585–6. The
unrecaptured balance of P’s net section
481(a) adjustment carries over to Q in the
section 381(a) transaction, and Q must com-
plete the four-year recapture procedure
begun by P. Pursuant to §§ 1.585–6(b) and
1.585–6(c)(3), P includes 20 percent of its net
section 481(a) adjustment in income in its
taxable year ending on the date of the sec-
tion 381(a) transaction, and Q includes 30 per-
cent of the adjustment in income in 1990 and
40 percent in 1991.

Example 4. Assume the same facts as in Ex-
ample 3. Assume also that Q becomes a large
bank under § 1.585–5(b) as a result of the
transaction and maintained a bad debt re-
serve immediately before the transaction. Q
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must change to the specific charge-off meth-
od for all of its loans in the first taxable year
that it is a large bank. Thus, Q not only
completes the recapture procedure begun by
P but also follows the rules prescribed by
§ 1.585–6 or § 1.585–7 with respect to its own re-
serve.

Example 5. Assume the same facts as in Ex-
ample 3. Assume also that Q is not a large
bank after the transaction and properly es-
tablishes a bad debt reserve for the loans it
receives in the transaction. This establish-
ment of the reserve results in a new negative
section 481(a) adjustment. Thus, Q not only
completes the recapture procedure begun by
P but also takes into account the new nega-
tive adjustment as required under section
381.

(d) Suspension of recapture by finan-
cially troubled banks—(1) In general. Ex-
cept as provided in paragraph (d)(2) of
this section, a bank that is financially
troubled (within the meaning of para-
graph (d)(3) of this section) for any tax-
able year must not include any amount
in income under paragraphs (a) and (b)
of this section for that taxable year
and must disregard that taxable year
in applying paragraphs (a) and (b) of
this section to other taxable years. See
paragraph (d)(4) of this section for
rules on determining estimated tax
payments of financially troubled
banks, and see paragraph (d)(5) of this
section for examples illustrating this
paragraph (d).

(2) Election to recapture. A bank that
is financially troubled (within the
meaning of paragraph (d)(3) of this sec-
tion) for its disqualification year may
elect to include in income, in one tax-
able year, any percentage of its net
section 481(a) adjustment that is great-
er than 10 percent. This election may
be made for the bank’s disqualification
year, for the first taxable year after
the disqualification year in which the
bank is not financially troubled (with-
in the meaning of paragraph (d)(3) of
this section), or for any intervening
taxable year. Any such election must
be made at the time and in the manner
prescribed by § 1.585–8. A bank that
makes this election must include an
amount in income under paragraphs (a)
and (b) of this section in the year for
which the election is made (election
year) and must not disregard this year
in applying paragraphs (a) and (b) of
this section to other taxable years.
Such a bank must follow the rules of

paragraph (b)(2) of this section in ap-
plying paragraph (b) of this section to
later taxable years, treating the elec-
tion year as the disqualification year
for purposes of applying paragraph
(b)(2) of this section. However, if the
bank is financially troubled for any
year after its election year, the bank
must not include any amount in in-
come under paragraphs (a) and (b) of
this section for the later year and must
disregard the later year in applying
paragraphs (a) and (b) of this section to
other taxable years.

(3) Definition of financially troubled—
(i) In general. For purposes of this sec-
tion, a bank is considered financially
troubled for any taxable year if the
bank’s nonperforming loan percentage
for that year exceeds 75 percent. For
this purpose, a bank’s nonperforming
loan percentage is the percentage de-
termined by dividing the sum of the
outstanding balances of the bank’s
nonperforming loans (as defined in
paragraph (d)(3)(iii) of this section) as
of the close of each quarter of the tax-
able year, by the sum of the amounts
of the bank’s equity (as defined in
paragraph (d)(3)(iv) of this section) as
of the close of each such quarter. The
quarters for a short taxable year of at
least 3 months are the same as those of
the bank’s annual accounting period,
except that quarters ending before or
after the short year are disregarded. If
a taxable year consists of less than 3
months, the first or last day of the tax-
able year is treated as the last day of
its only quarter. In lieu of determining
its nonperforming loan percentageon
the basis of loans and equity as of the
close of each quarter of the taxable
year, a bank may, for all years, deter-
mine this percentage on the basis of
loans and equity as of the close of each
report date (as defined in § 1.585–5(c)(2),
without regard to § 1.585–5(c)(2)(i)(B)).
In the case of a bank that is a foreign
corporation, all nonperforming loans
and equity of the bank are taken into
account, including loans and equity
that are not effectively connected with
the conduct of a banking business
within the United States.

(ii) Parent-subsidiary controlled
groups—(A) In general. If a bank is a
member of a parent-subsidiary con-
trolled group (as defined in § 1.585–
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5(d)(2)) for the taxable year, the non-
performing loans and the equity of all
members of the bank’s financial group
(as determined under paragraph
(d)(3)(ii)(B) of this section) are treated
as the nonperforming loans and the eq-
uity of the bank for purposes of para-
graph (d)(3)(i) of this section. However,
any equity interest that a member of a
bank’s financial group holds in another
member of this group is not to be
counted in determining equity. Simi-
larly, any loan that a member of a
bank’s financial group makes to an-
other member of the group is not to be
counted in determining nonperforming
loans. All banks that are members of
the same parent-subsidiary controlled
group must (for all taxable years that
they are members of this group) deter-
mine their nonperforming loan per-
centage on the basis of the close of
each quarter of the taxable year, or all
must (for all such taxable years) deter-
mine this percentage on the basis of
the close of each report date (as deter-
mined under § 1.585–5(c)(2)(ii), applied
without regard to § 1.585–5(c)(2)(i)(B)).

(B) Financial group—(1) In general. All
banks that are members of the same
parent-subsidiary controlled group
must (for all taxable years that they
are members of this group) determine
their financial group under paragraph
(d)(3)(ii)(B)(2) of this section, or all
must (for all such taxable years) deter-
mine their financial group under para-
graph (d)(3)(ii)(B)(3) of this section.

(2) Financial institution members of
parent-subsidiary controlled group. A
bank’s financial group, determined
under this paragraph (d)(3)(ii)(B)(2),
consists of all financial institutions
within the meaning of section 265(b)(5)
(and comparable foreign financial in-
stitutions) that are members of the
parent-subsidiary controlled group of
which the bank is a member.

(3) All members of parent-subsidiary
controlled group. A bank’s financial
group, determined under this para-
graph (d)(3)(ii)(B)(3), consists of all
members of the parent-subsidiary con-
trolled group of which the bank is a
member.

(iii) Nonperforming loan—(A) In gen-
eral. For purposes of this section, a
nonperforming loan is any loan (as de-
fined in paragraph (d)(3)(iii)(B) of this

section) that is considered to be non-
performing by the holder’s primary
Federal regulatory agency. Nonper-
forming loans include the following
types of loans as defined by the Federal
Financial Institutions Examination
Council: Loans that are past due 90
days or more and still accruing; loans
that are in nonaccrual status; and
loans that are restructured troubled
debt. A loan is not considered to be
nonperforming merely because it is
past due, if it is past due less than 90
days. The outstanding balances of non-
performing loans are determined on the
basis of amounts that are required to
be reported to the holder’s primary
Federal regulatory agency. For pur-
poses of this paragraph (d)(3)(iii)(A), a
holder that does not have a Federal
regulatory agency is treated as Feder-
ally regulated under the standards pre-
scribed by the Federal Financial Insti-
tutions Examination Council.

(B) Loan. For purposes of paragraph
(d)(3)(iii)(A) of this section, a loan is
any extension of credit that is defined
and treated as a loan under the stand-
ards prescribed by the Federal Finan-
cial Institutions Examination Council.
(Accordingly, a troubled debt restruc-
turing that is in substance a fore-
closure or repossession is not consid-
ered a loan.) In addition, a debt evi-
denced by a security issued by a for-
eign government is treated as a loan if
the security is issued as an integral
part of a restructuring of one or more
troubled loans to the foreign govern-
ment (or an agency or instrumentality
thereof). Similarly, a deposit with the
central bank of a foreign country is
treated as a loan if the deposit is made
under a deposit facility agreement that
is entered into as an integral part of a
restructuring of one or more troubled
loans to the foreign country’s govern-
ment (or an agency or instrumentality
thereof).

(iv) Equity. For purposes of this sec-
tion, the equity of a bank or other fi-
nancial institution is its equity (i.e.,
assets minus liabilities) as required to
be reported to the institution’s pri-
mary Federal regulatory agency (or, if
the institution does not have a Federal
regulatory agency, as required under
the standards prescribed by the Federal
Financial Institutions Examination
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Council). The balance in a reserve for
bad debts is not treated as equity.

(4) Estimated tax payments of finan-
cially troubled banks. For purposes of
applying section 6655(e)(2)(A)(i) with
respect to any installment of estimated
tax, a bank that is financially troubled
as of the due date of the installment is
treated as if no amount will be in-
cluded in income under paragraphs (a)
and (b) of this section for the taxable
year. For this purpose, a bank is con-
sidered financially troubled as of the
due date of an installment of estimated
tax only if its nonperforming loan per-
centage (computed under paragraph
(d)(3) of this section) would exceed 75
percent for a short taxable year ending
on that date. For purposes of com-
puting this nonperforming loan per-
centage, the ending of such a short tax-
able year would not cause the last day
of that year to be treated as the last
day of a quarter of the taxable year.

(5) Examples. The following examples
illustrate the principles of this para-
graph (d):

Example 1. Bank R is a bank to which this
§ 1.585–6 applies. R’s disqualification year is
its taxable year beginning on January 1, 1987.
R is not financially troubled (within the
meaning of § 1.585–6(d)(3)) for taxable year
1987 or for any taxable year after 1989, but it
is financially troubled for taxable years 1988
and 1989. Since R is not financially troubled
for its disqualification year, R must include
an amount in income under § 1.585–6 (a) and
(b) for that year (taxable year 1987). R may
make the election allowed by § 1.585–6(b)(2)
for that year. Since R is financially troubled
for taxable years 1988 and 1989, pursuant to
§ 1.585–6(d)(1) R does not include any amount
in income under § 1.585–6 (a) and (b) for these
years, and it treats taxable years 1990, 1991
and 1992 as the first, second and third taxable
years after its disqualification year for pur-
poses of applying § 1.585–6 (a) and (b).

Example 2. Assume the same facts as in Ex-
ample 1, except that R is financially troubled
for taxable year 1987 (its disqualification
year). R may make the election allowed by
§ 1.585–6(d)(2) for 1987 (the disqualification
year), for 1990 (the first year after the dis-
qualification year in which R is not finan-
cially troubled), or for 1988 or 1989 (the inter-
vening years). R elects to include 60 percent
of its net section 481(a) adjustment in in-
come in 1987. Thus, the remainder of the ad-
justment, for purposes of applying the rules
of § 1.585–6(b)(2), is 40 percent. R must include
in income 2/9 of the remainder in 1990, 1/3 of
the remainder in 1991, and 4/9 of the remain-
der in 1992.

Example 3. Bank S, which is not a member
of a parent-subsidiary controlled group, is a
bank to which this § 1.585–6 applies. S’s dis-
qualification year is its taxable year begin-
ning on January 1, 1987. S determines its
nonperforming loan percentage under § 1.585–
6(d)(3) on a quarterly basis. S is not finan-
cially troubled for taxable year 1987 and in-
cludes 10 percent of its net section 481(a) ad-
justment in income in that year. S’s out-
standing balance of nonperforming loans (as
defined in § 1.585–6(d)(3)(iii)) is $80 million on
March 31, 1988; $68 million on June 30, 1988;
and $59 million on September 30, 1988. The
amount of S’s equity (as defined in § 1.585–
6(d)(3)(iv)) is $100 million on each of these
threedates. Thus, S’s nonperforming loan
percentage, computed under § 1.585–6(d)(3),
would be 80 percent (80/100) for a short tax-
able year ending on April 15 or June 15, 74
percent [(80+68) ÷ 200] for a short taxable
year ending on September 15, and 69 percent
[(80+68+59) ÷ 300] for a short taxable year end-
ing on December 15. Since S’s nonperforming
loan percentage for a short taxable year end-
ing on April 15 or June 15 would exceed 75
percent, pursuant to § 1.585–6(d)(4) S is con-
sidered financially troubled as of these
dates. Thus, S is treated as if no amount will
be included in income under § 1.585–6 (a) and
(b) for the year for purposes of applying sec-
tion 6655(e)(2)(A)(i) with respect to the in-
stallments of estimated tax that are due on
April 15, 1988, and June 15, 1988. However,
since S’s nonperforming loan percentage for
a short taxable year ending on September 15
or December 15 would not exceed 75 percent,
S is not considered financially troubled as of
these dates. Thus, S is treated as if 20 per-
cent of its net section 481(a) adjustment will
be included in income under § 1.585–6 (a) and
(b) for the year for purposes of applying sec-
tion 6655(e)(2)(A)(i) with respect to the in-
stallments of estimated tax that are due on
September 15, 1988, and December 15, 1988.

[T.D. 8513, 58 FR 68760, Dec. 29, 1993; 59 FR
15502, Apr. 1, 1994]

§ 1.585–7 Elective cut-off method of
changing from the reserve method
of section 585.

(a) General rule. Any large bank (as
defined in § 1.585–5(b)) that maintained
a reserve for bad debts under section
585 for the taxable year immediately
preceding its disqualification year (as
defined in § 1.585–5(d)(1)) may elect to
use the cut-off method set forth in this
section. Any such election must be
made at the time and in the manner
prescribed by § 1.585–8. If a bank makes
this election, the bank must maintain
its bad debt reserve for its pre- dis-
qualification loans, as prescribed in
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paragraph (b) of this section, and the
bank must include in income any ex-
cess balance in this reserve, as required
by paragraph (c) of this section. The
bank may not deduct, for its disquali-
fication year or any subsequent taxable
year, any amount allowed under sec-
tion 166(a) for pre-disqualification
loans (as defined in paragraph (b)(2) of
this section) that become worthless in
whole or in part, except as allowed by
paragraph (b)(1) of this section. How-
ever, except as provided in para-
graph(d)(3) of this section, the bank
may deduct, for its disqualification
year or any subsequent taxable year,
amounts allowed under section 166(a)
for loans that the bank originates or
acquires on or after the first day of its
disqualification year and that become
worthless in whole or in part. If a bank
makes the election allowed by this
paragraph (a), its change to the specific
charge-off method of accounting for
bad debts in its disqualification year
does not give rise to a section 481(a) ad-
justment.

(b) Maintaining reserve for pre-disquali-
fication loans—(1) In general. A bank
that makes the election allowed by
paragraph (a) of this section must
maintain its bad debt reserve for its
pre-disqualification loans (as defined in
paragraph (b)(2) of this section). Except
as provided in paragraph (d)(3) of this
section, the bank must charge against
the reserve the amount of any losses
resulting from these loans (including
losses resulting from the sale or other
disposition of these loans), and the
bank must add to the reserve the
amount of recoveries with respect to
these loans. In general, the reserve
must be maintained in the manner pro-
vided by former section 166(c) of the In-
ternal Revenue Code and the regula-
tions thereunder. However, after the
balance in the reserve is reduced to
zero, the bank is to account for any
losses and recoveries with respect to
outstanding pre-disqualification loans
under the specific charge-off method of
accounting for bad debts, as if the bank
always had accounted for these loans
under this method.

(2) Definition of pre-disqualification
loans. For purposes of this section, a
pre-disqualification loan of a bank is
any loan that the bank held on the last

day of its taxable year immediately
preceding its disqualification year (as
defined in § 1.585–5(d)(1)). If the amount
of a pre-disqualification loan is in-
creased during or after the disquali-
fication year, the amount of the in-
crease is not treated as a pre-disquali-
fication loan.

(c) Amount to be included in income
when reserve balance exceeds loan bal-
ance. If, as of the close of any taxable
year, the balance in a bank’s reserve
that is maintained under paragraph (b)
of this section exceeds the balance of
the bank’s outstanding pre-disquali-
fication loans, the bank must include
in income the amount of the excess for
the taxable year. The balance in the re-
serve is then reduced by the amount of
this excess. See paragraph (d) of this
section for rules on the application of
this paragraph (c) when a bank dis-
poses of loans.

(d) Effect of disposing of loans—(1) In
general. Except as provided in para-
graphs (d)(2) and (d)(3) of this section,
if a bank that makes the election al-
lowed by paragraph (a) of this section
sells or otherwise disposes of any of its
outstanding pre-disqualification loans,
the bank is to reduce the balance of its
outstanding pre-disqualification loans
by the amount of the loans disposed of,
for purposes of applying paragraph (c)
of this section.

(2) Section 381 transactions. If a bank
that makes the election allowed by
paragraph (a) of this section transfers
outstanding pre-disqualification loans
to another corporation in a transaction
to which section 381(a) applies, the ac-
quiring corporation (the acquiror)
must follow the rules of paragraph
(d)(2)(i) or (ii) of this section.

(i) Acquiror completes cut-off method of
change. Except as provided in para-
graph (d)(2)(ii) of this section, the
acquiror steps into the shoes of the
transferor in the section 381(a) trans-
action with respect to using the cut-off
method of change. Thus, the trans-
feror’s bad debt reserve immediately
before the section 381(a) transaction
carries over to the acquiror, and the
acquiror must complete the cut-off
method begun by the transferor. For
purposes of completing the transferor’s
cut-off method, the acquiror’s balance
of outstanding pre-disqualification
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loans immediately after the section
381(a) transaction is the balance of
these loans that it receives in the
transaction, and the acquiror assumes
all of the transferor’s rights and obli-
gations under this section.

(ii) Acquiror uses reserve method. If the
acquiror is not a large bank (within the
meaning of § 1.585–5(b)) immediately
after the section 381(a) transaction and
uses a reserve method of accounting for
bad debts attributable to the pre-dis-
qualification loans (and any other
loans) received in the transaction, the
acquiror does not step into the shoes of
the transferor with respect to using the
cut-off method of change. The trans-
feror’s bad debt reserve immediately
before the section 381(a) transaction
carries over to the acquiror, but the
acquiror does not continue the cut-off
method begun by the transferor. If the
six-year moving average amount (as
defined in § 1.585–2(c)(1)(ii)) for all of
the loans received in the transaction
exceeds the balance of the reserve that
carries over to the acquiror, the
acquiror increases this balance by the
amount of the excess. Any such in-
crease in the reserve results in a nega-
tive section 481(a) adjustment that is
taken into account as required under
section 381.

(3) Dispositions intended to change the
status of pre-disqualification loans. This
paragraph (d)(3) applies if a bank that
makes the election allowed by para-
graph (a) of this section sells, ex-
changes, or otherwise disposes of a sig-
nificant amount of its pre-disqualifica-
tion loans (as defined in paragraph
(b)(2) of this section) and a principal
purpose of the transaction is to avoid
the provisions of this section by in-
creasing the amount of loans for which
deductions are allowable under the spe-
cific charge-off method. If this para-
graph (d)(3) applies, the District Direc-
tor may disregard the disposition for
purposes of paragraphs (b)(1) and (d)(1)
of this section or treat the replacement
loans as pre-disqualification loans. If
loans are so treated as pre-disqualifica-
tion loans, no deductions are allowable
under the specific charge-off method
for the loans, except as provided in
paragraph (b)(1) of this section, and the
disposition that causes the loans to be
so treated may be disregarded for pur-

poses of paragraphs (b)(1) and (d)(1) of
this section. If a bank sells pre-dis-
qualification loans and uses the pro-
ceeds of the sale to originate new
loans, this paragraph (d)(3) does not
apply to the transaction.

(e) Examples. The following examples
illustrate the principles of this section:

Example 1. Bank M is a bank that properly
elects to use the cut-off method set forth in
this § 1.585–7. M’s disqualification year is its
taxable year beginning on January 1, 1987.
On December 31, 1986, M had outstanding
loans of $700 million (pre-disqualification
loans), and the balance in its bad debt re-
serve was $10 million. M must maintain its
reserve for its pre-disqualification loans in
accordance with § 1.585–7(b), and it may not
deduct any addition to this reserve for tax-
able year 1987 or any later year. For these
years, M may deduct amounts allowed under
section 166(a) for loans that it originates or
acquires after December 31, 1986, and that be-
come worthless in whole or in part.

Example 2. Assume the same facts as in Ex-
ample 1. Also assume that in 1987 M collects
$150 million of its pre- disqualification loans,
M determines that $2 million of its pre-dis-
qualification loans are worthless, and M re-
covers $1 million of pre-disqualification
loans that it had previously charged against
the reserve as worthless. On December 31,
1987, the balance in M’s bad debt reserve is $9
million ($10 million ¥ $2 million + $1 mil-
lion), and the balance of its outstanding pre-
disqualification loans is $548 million ($700
million ¥ $150 million ¥ $2 million).

Example 3. Assume the same facts as in Ex-
amples 1 and 2. Also assume that on Decem-
ber 31, 1990, the balance in M’s bad debt re-
serve is $5 million and the balance of its out-
standing pre-disqualification loans is $25
million. In 1991 M collects $21 million of its
outstanding pre-disqualification loans and
determines that $1 million of its outstanding
pre-disqualification loans are worthless.
Thus, on December 31, 1991, the balance in
M’s bad debt reserve is $4 million ($5 million
¥ $1 million), and the balance of its out-
standing pre-disqualification loans is $3 mil-
lion ($25 million ¥ $21 million ¥ $1 million).
Accordingly, M must include $1 million ($4
million ¥ $3 million) in income in taxable
year 1991, pursuant to § 1.585–7(c). On January
1, 1992, the balance in M’s reserve is $3 mil-
lion ($4 million ¥ $1 million).

Example 4. Assume the same facts as in Ex-
amples 1 through 3. Also assume that in 1992
M transfers substantially all of its assets to
another corporation (N) in a transaction to
which section 381(a) applies, and N is treated
as a large bank under § 1.585–5(b)(2) for tax-
able years ending after the date of the trans-
action. Pursuant to § 1.585–7(d)(2)(i), N steps
into M’s shoes with respect to using the cut-
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off method. M’s bad debt reserve imme-
diately before the section 381(a) transaction
carries over to N, and N must complete the
cut-off procedure begun by M. For this pur-
pose, N’s balance of outstanding pre-disquali-
fication loans immediately after the section
381(a) transaction is the balance of these
loans that it receives from M.

Example 5. Assume the same facts as in Ex-
amples 1 through 4, except that N is not
treated as a large bank after the section
381(a) transaction. Also assume that N uses
the reserve method of section 585 and plans
to use this method for all of the loans it ac-
quires from M (including loans that were not
pre-disqualification loans). Pursuant to
§ 1.585–7(d)(2)(ii), M’s bad debt reserve imme-
diately before the section 381(a) transaction
carries over to N in the transaction; how-
ever, N does not continue the cut-off proce-
dure begun by M and does not treat any loan
as a pre-disqualification loan. If the six-year
moving average amount (as defined in § 1.585–
2(c)(1)(ii)) for all of N’s newly acquired loans
exceeds the balance of the reserve that car-
ries over to N, N increases this balance by
the amount of the excess. Any such increase
in the reserve results in a negative section
481(a) adjustment that is taken into account
as required under section 381.

[T.D. 8513, 58 FR 68762, Dec. 29, 1993; 59 FR
15502, Apr. 1, 1994]

§ 1.585–8 Rules for making and revok-
ing elections under §§ 1.585–6 and
1.585–7.

(a) Time of making elections—(1) In
general. Any election under § 1.585–
6(b)(2), § 1.585–6(d)(2) or § 1.585–7(a) must
be made on or before the later of-

(i) February 28, 1994; or
(ii) The due date (taking extensions

into account) of the electing bank’s
original tax return for its disqualifica-
tion year (as defined in § 1.585–5(d)(1))
or, for elections under § 1.585–6(d)(2),
the year for which the election is
made.

(2) No extension of time for payment.
Payments of tax due must be made in
accordance with chapter 62 of the In-
ternal Revenue Code. However, if an
election under § 1.585–6(b)(2), § 1.585–
6(d)(2) or § 1.585–7(a) is made or revoked
on or before February 28, 1994 and the
making or revoking of the election re-
sults in an underpayment of estimated
tax (within the meaning of section
6655(a)) with respect to an installment
of estimated tax due on or before the
date the election was so made or re-
voked, no addition to tax will be im-

posed under section 6655(a) with respect
to the amount of the underpayment at-
tributable to the making or revoking
of the election.

(b) Manner of making elections—(1) In
general. Except as provided in para-
graph (b)(2) of this section, an electing
bank must make any election under
§ 1.585–6(b)(2), § 1.585–6(d)(2) or § 1.585–
7(a) by attaching a statement to its tax
return (or amended return) for its dis-
qualification year or, for elections
under § 1.585–6(d)(2), the year for which
the election is made. This statement
must contain the following informa-
tion:

(i) The name, address and taxpayer
identification number of the electing
bank;

(ii) The nature of the election being
made (i.e., whether the election is to
include in income more than 10 percent
of the bank’s net section 481(a) adjust-
ment under § 1.585–6 (b)(2) or (d)(2) or to
use the cut-off method under § 1.585–7);
and

(iii) If the election is under § 1.585–
6(b)(2) or (d)(2), the percentage being
elected.

(2) Certain tax returns filed before De-
cember 29, 1993. A bank is deemed to
have made an election under § 1.585–
6(b)(2) or (d)(2) if the bank evidences its
intent to make an election under sec-
tion 585(c)(3)(A)(iii)(I) or section
585(c)(3)(B)(ii) for its disqualification
year (or, for elections under § 1.585–
6(d)(2), the election year), by desig-
nating a specific recapture amount on
its tax return or amended return for
that year (or attaching a statement in
accordance with § 301.9100–7T(a)(3)(i) of
this chapter), and the return is filed be-
fore December 29, 1993. A bank is
deemed to have made an election under
§ 1.585–7(a) if the bank evidences its in-
tent to make an election under section
585(c)(4) for its disqualification year by
attaching a statement in accordance
with § 301.9100–7T(a)(3)(i) of this chapter
to its tax return or amended return for
that year, and the return is filed before
December 29, 1993.

(c) Revocation of elections—(1) On or
before final date for making election. An
election under § 1.585–6(b)(2), § 1.585–
6(d)(2) or § 1.585–7(a) may be revoked
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without the consent of the Commis-
sioner on or before the final date pre-
scribed by paragraph (a)(1) of this sec-
tion for making the election. To do so,
the bank that made the election must
file an amended tax return for its dis-
qualification year (or, for elections
under § 1.585–6(d)(2), the year for which
the election was made) and attach a
statement that—

(i) Includes the bank’s name, address
and taxpayer identification number;

(ii) Identifies and withdraws the pre-
vious election; and

(iii) If the bank is making a new elec-
tion under § 1.585–6(b)(2), § 1.585–6(d)(2)
or § 1.585–7(a), contains the information
described in paragraphs (b)(1)(ii) and
(b)(1)(iii) of this section.

(2) After final date for making election.
An election under § 1.585–6(b)(2), § 1.585–
6(d)(2) or § 1.585–7(a) may be revoked
only with the consent of the Commis-
sioner after the final date prescribed by
paragraph (a)(1) of this section for
making the election. The Commis-
sioner will grant this consent only in
extraordinary circumstances.

(d) Elections by banks that are members
of parent-subsidiary controlled groups. In
the case of a bank that is a member of
a parent-subsidiary controlled group
(as defined in § 1.585–5(d)(2)), any elec-
tion under § 1.585–6(b)(2), § 1.585–6(d)(2)
or § 1.585–7(a) with respect to the bank
is to be made separately by the bank.
An election made by one member of
such a group is not binding on any
other member of the group.

(e) Elections made or revoked by amend-
ed return on or before February 28, 1994.
This paragraph (e) applies to any elec-
tion that a bank seeks to make under
paragraph (b) of this section, or revoke
under paragraph (c) of this section, by
means of an amended return that is
filed on or before February 28, 1994. To
make or revoke an election to which
this paragraph (e) applies, a bank must
file (before expiration of each applica-
ble period of limitations under section
6501) this amended return and amended
returns for all taxable years after the
taxable year for which the election is
made or revoked by amended return, to
any extent necessary to report the
bank’s tax liability in a manner con-

sistent with the making or revoking of
the election by amended return.

[T.D. 8513, 58 FR 68764, Dec. 29, 1993; 59 FR
4583, Feb. 1, 1994; 59 FR 15502, Apr. 1, 1994]

§ 1.586–1 Reserve for losses on loans of
small business investment compa-
nies, etc.

(a) General rule. As an alternative to
a deduction from gross income under
section 166(a) for specific debts which
become worthless in whole or in part, a
taxpayer which is a financial institu-
tion to which section 586 and this sec-
tion apply is allowed a deduction under
section 166(c) for a reasonable addition
to a reserve for bad debts provided such
financial institution has adopted or
adopts the reserve method of treating
bad debts in accordance with paragraph
(b) of § 1.166–1. In the case of such a tax-
payer, the amount of the reasonable
addition to such reserve for a taxable
year beginning after July 11, 1969, shall
be an amount determined by the tax-
payer which does not exceed the
amount computed under § 1.586–2. A fi-
nancial institution to which section 586
and this section apply which adopts the
reserve method is not entitled to
charge-off any bad debts pursuant to
section 166(a) with respect to a loan (as
defined in § 1.586–2(c)(2)). Except as pro-
vided by § 1.586–2, regarding the manner
of computation of the addition to the
reserve for bad debts, the reserve for
bad debts of a financial institution to
which this section applies shall be
maintained in the same manner as is
provided by section 166(c) and the regu-
lations thereunder with respect to re-
serves for bad debts. Except as provided
by this section, no deduction is allow-
able for an addition to a reserve for bad
debts of a financial institution to
which section 586 and this section
apply. For rules relating to deduction
with respect to debts which are not
loans (as defined in § 1.586–2(c)(2)), see
section 166(a) and the regulations
thereunder.

(b) Application of section. Section 586
and this section shall apply only to the
following financial institutions:

(1) Any small business investment
company operating under the Small
Business Investment Act of 1958 as
amended and supplemented (72 Stat.
689), and
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(2) Any business development cor-
poration, which for purposes of this
section, means a corporation which
was created by or pursuant to an act of
a State legislature for purposes of pro-
moting, maintaining, and assisting the
economy and industry within such
State on a regional or statewide basis
by making loans which would generally
not be made by banks (as defined in
section 581 and the regulations there-
under) within such region or State in
the ordinary course of their businesses
(except on the basis of a partial partici-
pation), and which is operated pri-
marily for such purposes.

[T.D. 7444, 41 FR 53482, Dec. 7, 1976]

§ 1.586–2 Addition to reserve.
(a) General rule. Except as provided

by paragraph (b) of this section, the
amount computed under this section is
the amount necessary to increase the
balance of the reserve for bad debts (as
of the close of the taxable year) to the
greater of:

(1) The amount which bears the same
ratio to loans outstanding at the close
of the taxable year as (i) the total bad
debts sustained during the taxable year
and the 5 preceding taxable years (or,
with the approval of the Commissioner,
a shorter period), adjusted for recov-
eries of bad debts during such period,
bears to (ii) the sum of the loans out-
standing at the close of such 6 or fewer
taxable years, or

(2) The lower of:
(i) The balance of the reserve as of

the close of the base year, or
(ii) If the amount of loans out-

standing at the close of the taxable
year is less than the amount of loans
outstanding at the close of the base
year, the amount which bears the same
ratio to loans outstanding at the close
of the taxable year as the balance of
the reserve as of the close of the base
year bears to the amount of loans out-
standing at the close of the base year.
For purposes of subparagraph (2) of this
paragraph, the term base year means
the last taxable year beginning on or
before July 11, 1969. For purposes of ap-
plying this paragraph, a period shorter
than the 6 years generally would be ap-
propriate only where there is a change
in the type of a substantial portion of

the loans outstanding such that the
risk of loss is substantially increased.
For example, if the major portion of a
business development corporation’s
portfolio of loans changes from agricul-
tural loans to industrial loans which
results in a substantial increase in the
risk of loss, a period shorter than the 6
years may be appropriate. If approval
is granted to use a shorter period, the
experience for those taxable years
which are excluded shall not be used
for any subsequent year. A request for
approval to exclude the experience of a
prior taxable year shall not be consid-
ered unless it is sent to the Commis-
sioner at least 30 days before the close
of the current taxable year. The re-
quest shall include a statement of the
reasons such experience should be ex-
cluded.

(b) New financial institutions—(1) Small
business investment companies. In the
case of a new financial institution
which is a small business investment
company to which section 586 applies,
the amount computed under this sec-
tion is the greater of the amount com-
puted under paragraph (a) of this sec-
tion or the amount necessary to in-
crease the balance of the reserve for
bad debts as of the close of the taxable
year to the amount which bears the
same ratio to loans outstanding at the
close of the taxable year as:

(i) The total bad debts (as determined
by the Commissioner) sustained by all
such small business investment compa-
nies during the 12-month period ending
on March 31 that ends with or within
the taxpayer’s previous taxable year,
and during the five 12-month periods
ending on March 31 that precede such
12-month period, adjusted for recov-
eries of bad debts during such periods
(as determined by the Commissioner),
bears to

(ii) The sum of the loans outstanding
(as determined by the Commissioner)
by all such small business investment
companies at the close of each of such
six 12-month periods ending on March
31.

(2) Business development corporations.
In the case of a new financial institu-
tion which is a business development
corporation to which section 586 ap-
plies, the amount computed under this
section is the greater of the amount
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computed under paragraph (a) of this
section or the amount necessary to in-
crease the balance of the reserve for
bad debts as of the close of the taxable
year to the amount which bears the
same ratio to loans outstanding at the
close of the taxable year as:

(i) The total bad debts (as determined
by the Commissioner) sustained by all
such business development corpora-
tions during the calendar year ending
with or within the taxpayer’s previous
taxable year and during the 5 calendar
years preceding such calendar year, ad-
justed for recoveries of bad debts dur-
ing such period (as determined by the
Commissioner), bears to

(ii) The sum of the loans outstanding
(as determined by the Commissioner)
by all such business development cor-
porations at the close of each of such 6
calendar years.

(c) Definitions. For purposes of this
section:

(1) New financial institution. A finan-
cial institution is a new financial insti-
tution for any taxable year beginning
less than 10 years after the day on
which it (or any predecessor) was au-
thorized to do business as a financial
institution described in the applicable
subparagraph of § 1.586–1(b). For this
purpose, the term predecessor means (i)
any taxpayer which transferred more
than 50 percent of the total amount of
its assets to the taxpayer and is de-
scribed in the same subparagraph of
§ 1.586–1(b) which describes the tax-
payer, or (ii) any predecessor of such
predecessor.

(2) Loan. (i) The term loan means
debt, as the term debt is used in section
166 and the regulations there-under.

(ii) The term loan does not include
the following items:

(A) Discount or interest receivable
reflected in the face amount of an out-
standing loan, which discount or inter-
est has not been included in gross in-
come;

(B) A debt evidenced by a security (as
defined in section 165(g)(2)(C) and the
regulations thereunder); and

(C) Any loan which is entered into or
acquired for the primary purpose of en-
larging the otherwise available bad
debt deduction.

[T.D. 7444, 41 FR 53482, Dec. 7, 1976]

MUTUAL SAVINGS BANKS, ETC.

§ 1.591–1 Deduction for dividends paid
on deposits.

(a) In general. (1) In the case of a tax-
payer described in paragraph (c)(1) or
(2) of this section, whichever is applica-
ble, there are allowed as deductions
from gross income amounts which dur-
ing the taxable year are paid to, or
credited to the accounts of, depositors
or holders of accounts as dividends or
interest on their deposits or
withdrawable accounts, if such
amounts paid or credited are
withdrawable on demand subject only
to customary notice of intention to
withdraw.

(2) The deduction provided in section
591 is applicable to the taxable year in
which amounts credited as dividends or
interest become withdrawable by the
depositor or holder of an account sub-
ject only to customary notice of inten-
tion to withdraw. Thus, amounts
which, as of the last day of the taxable
year, are credited as dividends or inter-
est, but which are not withdrawable by
depositors or holders of accounts until
the following business day, are deduct-
ible under section 591 in the year subse-
quent to the taxable year in which
they were so credited. A deduction
under this section will not be denied by
reason of the fact that the amounts
credited as dividends or interest, other-
wise deductible under section 591, are
subject to the terms of a pledge agree-
ment between the taxpayer and the de-
positor or holder of an account. In the
case of a domestic building and loan as-
sociation having nonwithdrawable cap-
ital stock represented by shares, no de-
duction is allowable under this section
for amounts paid or credited as divi-
dends on such shares. In the case of a
taxable year ending after December 31,
1962, for special rules governing the
treatment of dividends or interest paid
or credited for periods representing
more than 12 months, see section
461(e).

(b) Serial associations, bonus plans, etc.
If a taxpayer described in paragraph
(c)(1) or (2) of this section, whichever is
applicable, operates in whole or in part
as a serial association, maintains a
bonus plan, or issues shares, or accepts
deposits, subject to fines, penalties,
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forfeitures, or other withdrawal fees, it
may deduct under section 591 the total
amount credited as dividends or inter-
est upon such shares or deposits, cred-
ited to a bonus account for such shares
or deposits, or allocated to a series of
shares for the taxable year, notwith-
standing that as a customary condition
of withdrawal:

(1) Amounts invested in, and earnings
credited to, series shares must be with-
drawn in multiples of even shares, or

(2) Such taxpayer has the right, pur-
suant to bylaw, contract, or otherwise,
to retain or recover a portion of the
total amount invested in, or credited
as earnings upon, such shares or depos-
its, such bonus account, or series of
shares, as a fine, penalty, forfeiture, or
other withdrawal fee.
In any taxable year in which the right
referred to in subparagraph (2) of this
paragraph is exercised, there is includ-
ible in the gross income of such tax-
payer for such taxable year amounts
retained or recovered by the taxpayer
pursuant to the exercise of such right.
If the provisions of paragraph (a) of
§ 1.163–4 (relating to deductions for
original issue discount) apply to depos-
its made with respect to a certificate of
deposit, time deposit, bonus plan or
other deposit arrangement, the provi-
sions of this paragraph shall not apply.

(c) Effective date. The provisions of
paragraphs (a) and (b) of this section
shall apply to:

(1) Dividends or interest paid or cred-
ited after October 16, 1962, by any tax-
payer which (at the time of such pay-
ment or credit) qualifies as (i) a mu-
tual savings bank not having capital
stock represented by shares, (ii) a do-
mestic building and loan association
(as defined in section 7701(a)(19)), (iii) a
cooperative bank (as defined in section
7701(a)(32)), or (iv) any other savings in-
stitution chartered and supervised as a
savings and loan or similar association
under Federal or State law; and

(2) Dividends paid or credited before
October 17, 1962, by any taxpayer which
(at the time of such payment or credit)
qualifies as (i) a mutual savings bank
not having capital stock represented
by shares, (ii) a cooperative bank with-
out capital stock organized and oper-
ated for mutual purposes and without
profit, or (iii) a domestic building and

loan association (as defined in section
7701(a)(19) before amendment by sec-
tion 6(c) of the Revenue Act of 1962 (76
Stat. 982)).

[T.D. 6728, 29 FR 5855, May 5, 1964, as amend-
ed by T.D. 7154, 36 FR 24997, Dec. 28, 1971]

§ 1.592–1 Repayment of certain loans
by mutual savings banks, building
and loan associations, and coopera-
tive banks.

There is deductible, under section
592, from the gross income of a mutual
savings bank not having capital stock
represented by shares, a domestic
building and loan association, or a co-
operative bank without capital stock
organized and operated for mutual pur-
poses and without profit, amounts paid
by such institutions during the taxable
year in repayment of loans made before
September 1, 1951, by the United States
or any agency or instrumentality
thereof which is wholly owned by the
United States, or by any mutual fund
established under the authority of the
laws of any State. For example,
amounts paid by such institution in re-
payment of loans made by the Recon-
struction Finance Corporation before
September 1, 1951, are deductible under
this section. Section 592 is not applica-
ble, however, in the case of amounts
paid in repayment of loans made by an
agency or instrumentality not wholly
owned by the United States.

§ 1.593–1 Additions to reserve for bad
debts.

(a) In general. A mutual savings bank
not having capital stock represented
by shares, a domestic building and loan
association, and a cooperative bank
without capital stock organized and
operated for mutual purposes and with-
out profit may, as an alternative to a
deduction from gross income under sec-
tion 166(a) for specific debts which be-
come worthless in whole or in part, de-
duct amounts credited to a reserve for
bad debts in the manner and under the
circumstances prescribed in this sec-
tion and § 1.593–2. In the case of such an
institution, the selection of either of
the alternative methods for treating
bad debts may be made by thetaxpayer
in the return for its first taxable year
beginning after December 31,1951. The
method selected shall be subject to the
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approval of the Commissioner upon ex-
amination of the return. If the method
selected is approved, it must be fol-
lowed in returns for subsequent years,
unless permission is granted by the
Commissioner to change to another
method. Application for permission to
change the method of treating bad
debts shall be made at least 30 days
prior to the close of the taxable year
for which the change is to be effective.

(b) Addition to reserve. Except as oth-
erwise provided in § 1.593–2, the reason-
able addition to a reserve for bad debts
shall be any amount determined by the
taxpayer which does not exceed the
lesser of:

(1) The amount of its taxable income
for the taxable year, computed without
regard to section 593 and without re-
gard to any section providing for a de-
duction the amount of which is depend-
ent upon the amount of taxable income
(such as section 170, relating to chari-
table, etc., contributions and gifts), or

(2) The amount by which 12 percent
of the total deposits or withdrawable
accounts of its depositors at the close
of such year exceeds the sum of its sur-
plus, undivided profits, and reserves at
the beginning of the taxable year.

(c) Adjustments to reserve. Bad debt
losses sustained during the taxable
year shall be charged against the bad
debt reserve. Recoveries of debts
charged against the bad debt reserve
during a prior taxable year in which
the institution was subject to tax
under chapter 1 of the Internal Rev-
enue Code of 1954 or under chapter 1 of
the Internal Revenue Code of 1939 shall
be credited to the bad debt reserve. The
establishment of such reserve and all
adjustments made thereto must be re-
flected on the regular books of account
of the institution at the close of the
taxable year, or as soon as practicable
thereafter. Minimum amounts credited
in compliance with Federal or State
statutes, regulations, or supervisory
orders to reserve or similar accounts,
or additional amounts credited to such
reserve or similar accounts and permis-
sive under such statutes, regulations,
or orders, against which charges may
be made for the purpose of absorbing
losses sustained by an institution, will
be deemed to have been credited to the
bad debt reserve.

(d) Definitions. When used in this sec-
tion and in § 1.593–2:

(1) Institution. The term institution
means either a mutual savings bank
not having capital stock represented
by shares, a domestic building and loan
association as defined in section
7701(a)(19), or a cooperative bank with-
out capital stock organized and oper-
ated for mutual purposes and without
profit.

(2) Surplus, undivided profits, and re-
serves. (i) The phrase surplus, undivided
profits, and reserves means the amount
by which the total assets of an institu-
tion exceed the amount of the total li-
abilities of such an institution.

(ii) For this purpose the term total as-
sets means the sum of money, plus the
aggregate of the adjusted basis of the
property other than money, held by an
institution. Such adjusted basis for any
asset is its adjusted basis for deter-
mining gain upon sale or exchange for
Federal income tax purposes. (See sec-
tions 1011 through 1022, and the regula-
tions thereunder. For special rules
with respect to adjustments to basis
for prior taxable years during which
the institution was exempt from tax,
see section 1016(a)(3) and the regula-
tions thereunder.) The determination
of the total assets of any taxpayer
shall conform to the method of ac-
counting employed by such taxpayer in
determining taxable income and to the
rules applicable in determining its
earnings and profits.

(iii) The term total liabilities means
all liabilities of the taxpayer, which
are fixed and determined, absolute and
not contingent, and includes those
items which constitute liabilities in
the sense of debts or obligations. The
total deposits or withdrawable ac-
counts, as defined in subparagraph (3)
of this paragraph, shall be considered a
liability. In the case of a building and
loan association having permanent
nonwithdrawable capital stock rep-
resented by shares, the paid-in amount
of such stock shall also be considered a
liability. Reserves for contingencies
and other reserves, however, which are
mere appropriations of surplus, are not
liabilities.

(3) Total deposits or withdrawable ac-
counts. The phrase total deposits or
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withdrawable accounts means the aggre-
gate of (i) amounts placed with an in-
stitution for deposit or investment and
(ii) earnings outstanding on the books
of account of the institution at the
close of the taxable year which have
been credited as dividends upon such
accounts prior to the close of the tax-
able year, except that such term, in the
case of a building and loan association,
does not include permanent
nonwithdrawable capital stock rep-
resented by shares, or earnings cred-
ited thereon.

(e) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. (i) Institution X, which keeps
its books on the basis of the calendar year,
has surplus, reserves, and undivided profits
of $800,000 as of January 1, 1955, and total de-
posits or withdrawable accounts of $10,000,000
as of December 31, 1955. During 1955 the insti-
tution credits $30,000, as required by a Fed-
eral agency, to a Federal insurance reserve
for the sole purpose of absorbing losses.
Likewise, it credits $25,000, as permitted by
State statute, to another reserve fund for
the purpose of absorbing losses. In 1955 Insti-
tution X charges $5,000 against its bad debt
reserve for losses sustained during the tax-
able year.

(ii) The taxable income of Institution X for
the taxable year 1955, computed without re-
gard to section 593 and without regard to any
section providing for a deduction the amount
of which is dependent upon the amount of
taxable income, is $200,000.

(iii) Upon the basis of the facts as stated in
subdivision (i) of this example, the amount
by which 12 percent of the total deposits or
withdrawable accounts of Institution X at
the close of taxable year 1955 exceeds the
sum of such institution’s surplus, undivided
profits, and reserves at the beginning of the
taxable year is $400,000 (12 percent of
$10,000,000, minus $800,000).

(iv) Institution X, therefore, may deduct,
for the taxable year 1955, as an addition to a
reserve for bad debts, any amount it may de-
termine that does not exceed the lesser of
the amounts determined in subdivision (ii)
or (iii) of this example. That amount is
$200,000 (as determined in subdivision (ii) of
this example). Since under paragraph (c) of
this section, the $30,000 credited to the re-
serve as required by the Federal agency and
the $25,000 credited to the reserve as per-
mitted by the State statute are regarded as
amounts credited to a reserve for bad debts
account Institution X can credit an addi-
tional $145,000 ($200,000 minus $55,000) to a
general reserve for bad debts account at any
time during the taxable year.

(v) The loss of $5,000 charged to the bad
debt reserve during the taxable year does not
affect the amount of the addition to the bad
debt reserve provided for in paragraph (b) of
this section. It is of significance only in de-
termining the surplus, undivided profits, and
reserves of Institution X as of January 1,
1956.

Example 2. The taxable income of Institu-
tion Y for the taxable year 1955, computed
without regard to the deduction under sec-
tion 593 and without regard to any section
providing for a deduction the amount of
which is dependent upon the amount of tax-
able income, is determined to be $250,000. The
amount by which 12 percent of the total de-
posits or withdrawable accounts of Institu-
tion Y at the close of the taxable year ex-
ceeds the sum of such institution’s surplus,
undivided profits, and reserves at the begin-
ning of the taxable year is $500,000. Institu-
tion Y credits $250,000 to its bad debt reserve
in 1955. In 1957, it is determined that the cor-
rect taxable income of Institution Y for 1955,
computed without regard to any deduction
under section 593 and without regard to any
section providing for a deduction the amount
of which is dependent upon the amount of
taxable income, is $275,000 and not $250,000.
Assuming that Institution Y credits the ad-
ditional $25,000 to its bad debt reserve,
$275,000 is allowable as a deduction from
gross income for such institution for the tax-
able year 1955.

§ 1.593–2 Additions to reserve for bad
debts where surplus, reserves, and
undivided profits equal or exceed
12 percent of deposits or
withdrawable accounts.

Where 12 percent of the total deposits
or withdrawable accounts of an institu-
tion at the close of the taxable year is
equal to or less than the sum of such
institution’s surplus, undivided profits,
and reserves at the beginning of the
taxable year, a reasonable addition to
the reserve for bad debts as determined
under the general provisions of section
166(c) may be allowable as a deduction
from gross income. In making such de-
termination, there shall be taken into
account (a) surplus or bad debt reserves
existing at the close of December 31,
1951 (i.e., the amount of surplus, undi-
vided profits, and reserves accumulated
prior to January 1, 1952, and in exist-
ence at the close of December 31, 1951),
and (b) changes in the surplus, undi-
vided profits, and reserves of the insti-
tution from December 31, 1951, until
the beginning of the taxable year. A de-
duction for an addition to the reserve
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for bad debts pursuant to this section
will be authorized only in those cases
where the institution proves to the sat-
isfaction of the Commissioner that the
bad debt experience of the institution
warrants an addition to the reserve for
bad debts in excess of that provided in
paragraph (b) of § 1.593–1. For defini-
tions, see paragraph (d) of § 1.593–1.

§ 1.593–3 Taxable years affected.
Sections 1.593–1 and 1.593–2 apply only

to taxable years beginning after De-
cember 31, 1953, and ending after Au-
gust 16, 1954, but before January 1, 1963,
and all references to sections of the
Code are to the Internal Revenue Code
of 1954 before amendment by the Rev-
enue Act of 1962. Sections 1.593–4
through 1.593–11 apply only to taxable
years ending after December 31, 1962,
and all references to sections of the
Code are to the Internal Revenue Code
of 1954 after amendment by the Rev-
enue Act of 1962.

[T.D. 6728, 29 FR 5857, May 5, 1964]

§ 1.593–4 Organizations to which sec-
tion 593 applies.

The provisions of section 593 and
§§ 1.593–5 through 1.593–11 (except sub-
section (f) of section 593 and § 1.593–10)
apply to any mutual savings bank not
having capital stock represented by
shares, any domestic building and loan
association, and any cooperative bank
without capital stock organized and
operated for mutual purposes and with-
out profit. The term thrift institution, as
used in this section and §§ 1.593–5
through 1.593–11, refers to any such fi-
nancial institution. For definition of
the terms domestic building and loan as-
sociation and cooperative bank, see para-
graphs (19) and (32), respectively, of
section 7701(a).

[T.D. 549, 43 FR 21454, May 18, 1978]

§ 1.593–5 Addition to reserves for bad
debts.

(a) Amount of addition. As an alter-
native to a deduction from gross in-
come under section 166(a) for specific
debts which become worthless in whole
or in part, a thrift institution is al-
lowed a deduction under section 166(c)
for a reasonable addition to a reserve
for bad debts. In the case of a thrift in-

stitution, the amount of the reasonable
addition to such reserve for a taxable
year may not exceed:

(1) For taxable years beginning after
July 11, 1969, the sum of (i) the amount
determined to be the reasonable addi-
tion to the reserve for losses on non-
qualifying loans, determined in the
same manner as is provided with re-
spect to additions to the reserve for
losses on qualifying real property loans
under paragraph (d) of § 1.593–6A (relat-
ing to the experience method), and (ii)
the amount determined under § 1.593–6A
to be the reasonable addition to the re-
serve for losses on qualifying real prop-
erty loans, or

(2) For taxable years beginning be-
fore July 12, 1969, the sum of (i) the
amount determined under § 1.166–4 to be
the reasonable addition to the reserve
for losses on nonqualifying loans, and
(ii) the amount determined under
§ 1.593–6 to be the reasonable addition
to the reserve for losses on qualifying
real property loans.

(b) Crediting to reserves required—(1) In
general. The amounts referred to in
paragraph (a) (1) and (2) of this section
must be credited, respectively, to the
reserve for losses on nonqualifying
loans and to the reserve for losses on
qualifying real property loans by the
close of the taxable year, or as soon as
practicable thereafter. For rules with
respect to accounting for such reserves
see paragraph (a)(2) of § 1.593–7.

(2) Subsequent adjustments. If an ad-
justment with respect to the income
tax return for a taxable year is made,
and if such adjustment (whether initi-
ated by the taxpayer or the Commis-
sioner) has the effect of permitting an
increase, or requiring a reduction, in
the amount claimed on such return as
an addition to the reserve for losses on
nonqualifying loans or to the reserve
for losses on qualifying real property
loans, then the amount initially cred-
ited to such reserve for such year pur-
suant to subparagraph (1) of this para-
graph may have to be increased or de-
creased, as the case may be, to the ex-
tent necessary to reflect such adjust-
ment.
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(c) Transition year. For rules gov-
erning the computation of taxable in-
come in the case of a taxable year be-
ginning in 1962 and ending in 1963, see
§ 1.593–9.

[T.D. 6728, 29 FR 5857, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21455, May 18, 1978]

§ 1.593–6 Pre-1970 addition to reserve
for losses on qualifying real prop-
erty loans.

(a) In general. For purposes of para-
graph (a)(2)(ii) of § 1.593–5, the amount
of the addition to the reserve for losses
on qualifying real property loans for
any taxable year beginning before July
12, 1969, is the amount which the tax-
payer determines to constitute a rea-
sonable addition to such reserve for
such year. However, the amount so de-
termined for such year:

(1) Cannot exceed the largest of the
amounts computed under one of the
three methods described in paragraph
(b), (c), or (d) of this section (relating,
respectively, to the percentage of tax-
able income method, the percentage of
real property loans method, and the ex-
perience method),

(2) Cannot exceed the maximum per-
missible addition described in para-
graph (e) of this section (if applicable),
and

(3) Shall be determined without re-
gard to any amount charged for any
taxable year against the reserve for
losses on qualifying real property loans
pursuant to § 1.593–10 (relating to cer-
tain distributions to shareholders by a
domestic building and loan associa-
tion).
For each taxable year the taxpayer
must include in its income tax return
for such year a computation of the ad-
dition under this section. The use of a
particular method in the return for a
taxable year is not a binding election
by the taxpayer to apply such method
either for such taxable year or for sub-
sequent taxable years. Thus, in the
case of a subsequent adjustment de-
scribed in paragraph (b)(2) of § 1.593–5
which has the effect of permitting an
increase, or requiring a reduction, in
the amount claimed in the return for a
taxable year as an addition to the re-
serve for losses on qualifying real prop-
erty loans, the amount of such addition
may be recomputed under whichever

method the taxpayer selects for the
purposes of such recomputation, irre-
spective of the method initially applied
for such taxable year. However, a tax-
payer may not subsequently reduce the
amount claimed in the return for a tax-
able year for the purpose of obtaining a
larger deduction in a later year.

(b) Percentage of taxable income meth-
od—(1) In general. The amount deter-
mined under the percentage of taxable
income method for any taxable year is
an amount equal to 60 percent of the
taxable income for such year, minus
the amount determined under § 1.166–4
as a reasonable addition for such year
to the reserve for losses on nonquali-
fying loans. However, the amount de-
termined under such method shall not
exceed the amount necessary to in-
crease the balance (as of the close of
the taxable year) of the reserve for
losses on qualifying real property loans
to an amount equal to 6 percent of such
loans outstanding at such time.

(2) Taxable income defined. For pur-
poses of this paragraph, taxable income
shall be computed:

(i) By excluding from gross income
any amount included therein by reason
of the application of § 1.593–10 (relating
to certain distributions to shareholders
by a domestic building and loan asso-
ciation);

(ii) Without regard to any deduction
allowable under section 166(c) for an
addition to a reserve for bad debts;

(iii) Without regard to any section
providing for a deduction the amount
of which is dependent upon the amount
of taxable income (such as section 170,
relating to charitable, etc., contribu-
tions and gifts), other than sections
243, 244, and 245 (relating to deductions
for dividends received); and

(iv) Without regard to any net oper-
ating loss carryback to such year
under section 172.

In computing the deductions under sec-
tions 243, 244, and 245, section 246(b) (re-
lating to limitation on aggregate
amount of deduction) shall not apply.
For purposes of subdivision (iii) of this
subparagraph, a net operating loss de-
duction under section 172 is not a de-
duction the amount of which is depend-
ent upon the amount of taxable in-
come.
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(c) Percentage of real property loans
method—(1) General rule. The amount
determined under the percentage of
real property loans method for any tax-
able year is the amount necessary to
increase the balance (as of the close of
such year) of the reserve for losses on
qualifying real property loans to:

(i) An amount equal to 3 percent of
such loans outstanding at such time,
plus

(ii) In the case of a taxpayer de-
scribed in subparagraph (2) of this
paragraph, an amount equal to:

(a) The lesser of 2 percent of such
loans outstanding at such time, or
$80,000, reduced (but not below zero) by

(b) The balance as of the close of such
year, if any, of such taxpayer’s supple-
mental reserve for losses on loans.

(2) Certain new companies. (i) Subpara-
graph (1)(ii) of this paragraph applies
only in the case of a taxpayer which is
a new company, and which does not
have capital stock with respect to
which distributions of property (as de-
fined in section 317(a)) are not allow-
able as a deduction under section 591.

(ii) For purposes of this subpara-
graph, a taxpayer is a new company for
any taxable year only if such year be-
gins not more than 10 calendar years
after the first day on which such tax-
payer, or any predecessor of such tax-
payer, was authorized by Federal or
State law to do business as (a) a mu-
tual savings bank not having capital
stock represented by shares, (b) a do-
mestic building and loan association,
(c) a cooperative bank without capital
stock organized and operated for mu-
tual purposes and without profit, or (d)
any other savings institution chartered
and supervised as a savings and loan or
similar association under Federal or
State law.

(iii) As used in subdivision (ii) of this
subparagraph, the term calendar year
has the meaning assigned to such term
in section 441 (relating to the period for
computation of taxable income); and
the term predecessor means any organi-
zation which transferred more than 50
percent of the total amount of its as-
sets to the taxpayer, and which, prior
to the time of such transfer, was (a) au-
thorized by Federal or State law to do
business as a mutual savings bank not
having capital stock represented by

shares, a domestic building and loan
association, or a cooperative bank
without capital stock organized and
operated for mutual purposes and with-
out profit, or (b) any other savings in-
stitution chartered and supervised as a
savings and loan or similar association
under Federal or State law. The term
predecessor also means any predecessor
of such predecessor.

(d) Experience method. The amount de-
termined under the experience method
for any taxable year is the amount de-
termined under § 1.166–4 to be a reason-
able addition for such year to the re-
serve for losses on qualifying real prop-
erty loans.

(e) Maximum permissible addition where
percentage of taxable income method or
percentage of real property loans method
is applied—(1) 12 percent of deposits limi-
tation. If, for the taxable year, the tax-
payer uses either the percentage of tax-
able income method described in para-
graph (b) of this section or the percent-
age of real property loans method de-
scribed in paragraph (c) of this section,
then (unless subparagraph (2) of this
paragraph applies) the maximum per-
missible addition for such year is equal
to the lesser of:

(i) The amount determined under
such paragraph (b) or (c), or

(ii) An amount which, when added to
the amount determined under § 1.166–4
as an addition for such year to the re-
serve for losses on nonqualifying loans,
equals the amount by which 12 percent
of the total deposits or withdrawable
accounts of depositors of the taxpayer
at the close of such year exceeds the
sum of the taxpayer’s surplus, undi-
vided profits, and reserves at the begin-
ning of such year (taking into account
any portion thereof which is attrib-
utable to the period before the first
taxable year beginning after December
31, 1951).
For definition of the terms surplus, un-
divided profits, and reserves and total de-
posits or withdrawable accounts, see
paragraph (f) of this section.

(2) Special rule where a domestic build-
ing and loan association or cooperative
bank exceeds certain assets limitations. If,
for the taxable year, the taxpayer uses
either the percentage of taxable in-
come method described in paragraph
(b) of this section or the percentage of
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real property loans method described
in paragraph (c) of this section, and if
for such year such taxpayer qualifies as
a domestic building and loan associa-
tion under the first sentence of para-
graph (19) of section 7701(a) (or as a co-
operative bank under paragraph (32)
thereof) solely by reason of the appli-
cation of the second sentence of such
paragraph (19) (that is, solely by reason
of the fact that for such year more
than 36 percent, but not more than 41
percent, of the amount of the total as-
sets of such association or bank con-
sists of assets other than assets de-
scribed in section 7701(a)(19)(D)(ii)),
then the maximum permissible addi-
tion for such year is equal to the
amount determined under subpara-
graph (1) of this paragraph, reduced in
accordance with the following table:

If the percentage of
the taxpayer’s assets
which are not assets
described in section
7701(a)(1()(D)(ii) ex-

ceeds—Percent

But does not ex-
ceed—Percent

The reduction
shall be the fol-

lowing proportion
of the amount de-

termined under
such subpara-

graph (1)—

36 37 1⁄12

37 38 1⁄6
38 39 1⁄4
39 40 1⁄3
40 41 5⁄12

(f) Definitions. For purposes of this
section:

(1) Surplus, undivided profits, and re-
serves. The term surplus, undivided prof-
its, and reserves means the amount by
which the total assets of the taxpayer
exceed its total liabilities. The deter-
mination of such total assets and total
liabilities shall conform to the method
of accounting employed by the tax-
payer in determining taxable income
and to the rules applicable in deter-
mining its earnings and profits. Total
deposits or withdrawable accounts (as
defined in subparagraph (3) of this
paragraph but determined as of the be-
ginning of the taxable year) shall be
considered a liability. In the case of a
domestic building and loan association
having permanent nonwithdrawable
capital stock represented by shares,
the paid-in amount of such stock shall
also be considered a liability. However,
reserves for contingencies and other re-
serves which are mere appropriations
of surplus are not liabilities for pur-
poses of this section.

(2) Total assets. The term total assets
means the sum of money (including
time or demand deposits with, or
withdrawable accounts in, any finan-
cial institution), plus the aggregate of
the adjusted basis (determined under
§ 1.1011–1) of the property other than
money held by the taxpayer. For spe-
cial rules with respect to adjustments
to basis in the case of property ac-
quired by the taxpayer in a transaction
described in section 595(a), see section
595.

(3) Total deposits or withdrawable ac-
counts. The term total deposits or
withdrawable amounts means the total
of the amounts placed with the tax-
payer for deposit or investment. Such
term also includes earnings out-
standing on the books of account of the
taxpayer at the close of the taxable
year which have been credited as divi-
dends or interest upon such deposits or
withdrawable accounts prior to the
close of such taxable year, and which
are withdrawable on demand subject
only to customary notice of intention
to withdraw. In the case of a domestic
building and loan association, however,
such phrase does not include perma-
nent nonwithdrawable capital stock
represented by shares, or earnings
credited thereon.

(g) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1— (i) Facts. X is a domestic build-
ing and loan association which was organized
in 1947 and which makes its returns on the
basis of the calendar year and the reserve
method of accounting for bad debts. X’s ac-
counts contain the following entries:

Account

Balance as of—

Jan. 1, 1965 Dec. 31,
1965

Total deposits or withdrawable
accounts ................................. $1,000,000 $1,200,000

Nonqualifying loans ................... 50,000 60,000
Qualifying real property loans ... 900,000 940,000
Reserve for losses on nonquali-

fying loans .............................. 200 *160
Reserve for losses on qualifying

real property loans ................. 24,000 *21,000
Supplemental reserve for losses

on loans ................................. 60,800 60,800
Surplus, undivided profits, and

other reserves ........................ 15,000 18,040

*Computed before any addition for 1965 under section
166(c).
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X’s taxable income for 1965 (before any de-
ductible addition to a reserve for bad debts
and without regard to charitable contribu-
tions of $200) is $20,000, computed as follows:
Interest and other income ...................................... $19,940
Dividends received from Y Corporation, a domes-

tic corporation subject to taxation under chapter
1 of the Code ..................................................... 400

20,340
Deduction for 85 percent of dividends received

computed without regard to the limitation of
section 246(b) .................................................... 340

Taxable income ....................................... 20,000

It is assumed that under § 1.166–4 X’s addition
for 1965 to its reserve for losses on nonquali-
fying loans is $80.

(ii) Computation of addition to reserve for
losses on qualifying real property loans—(a) In
general. X determines that the reasonable ad-
dition for 1965 to its reserve for losses on
qualifying real property loans is $11,920.
Such amount, compared under the percent-
age of taxable income method, is the largest
of the amounts determined under (b), (c), and
(d) of this subdivision, and does not exceed
the 12 percent of deposits limitation com-
puted under (e) of this subdivision.

(b) Percentage of taxable income method. The
amount determined under the percentage of
taxable income method is $11,920, that is, 60
percent of the taxable income for 1965, or
$12,000 (60 percent of $20,000), minus $80, the
addition for such year to the reserve for
losses on nonqualifying loans. This amount
is not subject to reduction under the 6 per-
cent of qualifying real property loans limita-
tion described in paragraph (b) (1) of this sec-
tion since the addition of $11,920 to the
$21,000 balance of the reserve for losses on
qualifying real property loans at the close of
1965 will not increase such balance to an
amount in excess of $56,400, that is, 6 percent
of such loans of $940,000 outstanding at such
time.

(c) Percentage of real property loans method.
Since X is not a new company within the
meaning of paragraph (c) (2) of this section,
the amount determined under the percentage
of real property loans method is $7,200, that
is, the amount necessary to increase the bal-
ance of the reserve for losses on qualifying
real property loans at the close of 1965 from
$21,000 to an amount equal to 3 percent of
such loans outstanding at such time, or
$28,200 (3 percent of $940,000).

(d) Experience method. The amount deter-
mined under the experience method is zero
since it is assumed that the $21,000 balance of
the reserve for losses on qualifying real prop-
erty loans at the close of 1965 before any ad-
dition for such year exceeds the maximum
amount to which such reserve could be in-
creased under such method.

(e) 12 percent of deposits limitation. The
amount determined under the 12 percent of
deposits limitation is $43,920, that is, $44,000

(the excess of 12 percent of $1,200,000 of de-
posits at the close of 1965, or $144,000, over
the $100,000 of surplus, undivided profits, and
reserves at the beginning of such year),
minus $80, the addition for such year to the
reserve for losses on nonqualifying loans.
Since such $43,920 is greater than $11,920 (the
amount determined under (b) of this subdivi-
sion), the 12 percent of deposits limitation
does not apply for 1965.

(iii) Computation of taxable income for 1965.
X’s taxable income for 1965, after deducting
the additions for such year to its reserves for
losses on nonqualifying loans and on quali-
fying real property loans, after deducting the
charitable contributions which were not
taken into account in computing taxable in-
come for purposes of the addition to the re-
serve for losses on qualifying real property
loans, after including in taxable income divi-
dends received from Y Corporation, and after
taking into account the deduction for divi-
dends received under section 243 (subject to
the limitation in section 246(b)), is $7,800,
computed as follows:
Interest and other income .................. $19,940
Dividends received from Y Corpora-

tion .................................................. 400

$20,340
Less:

Deduction for charitable contribu-
tions ......................................... 200

85 percent of dividends received
from Y Corporation ................. 340

Additions to reserves for bad
debts ....................................... 12,000

12,540

Taxable income ................................. 7,800

Example 2. Assume the same facts as in ex-
ample 1, except that X Corporation was orga-
nized in 1957, and qualifies for the taxable
year 1965 as a new company within the mean-
ing of paragraph (c) (2) of this section. The
maximum permissible addition for 1965 to
X’s reserve for losses on qualifying real prop-
erty loans is $18,000, the amount computed
under the percentage of real property loans
method, since such amount is greater than
(i) $11,920, the amount computed under the
percentage of taxable income method, or (ii)
zero, the amount computed under the experi-
ence method. The $18,000 amount (as com-
puted under the percentage of real property
loans method) is the amount necessary to in-
crease the reserve for losses on qualifying
real property loans from the $21,000 closing
balance to $39,000, computed as follows:
3 percent of $940,000 of qualifying real property

loans at close of 1965 ........................................ $28,200
Plus:

Lesser of $80,000 or $18,800 (2
percent of such loans of
$940,000) ................................ $18,800
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Reduced by the balance of sup-
plemental reserve for losses
on loans .................................. 8,000

$10,800

39,000

Example 3. Assume the same facts as in ex-
ample 1, except that for 1965, 38.4 percent of
X’s total assets consist of assets other than
the assets described in section
7701(a)(19)(D)(ii). In such case, the maximum
permissible addition of $11,920 for such year
to the reserve for losses on qualifying real
property loans (as determined under subdivi-
sion (ii) of example 1) would be reduced by
$2,980 (1⁄4 of $11,920) to $8,940.

[T.D. 6728, 29 FR 5857, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21455, May 18, 1978]

§ 1.593–6A Post-1969 addition to re-
serve for losses on qualifying real
property loans.

(a) In general—(1) Amount of addition
determined for the taxable year. For pur-
poses of paragraph (a)(1)(ii) of § 1.593–5,
the amount of the addition to the re-
serve for losses on qualifying real prop-
erty loans for any taxable year begin-
ning after July 11, 1969, is the amount
which the taxpayer determines to con-
stitute a reasonable addition to such
reserve for such year. However, the
amount so determined for such year:

(i) Cannot exceed the largest of the
amount determined under section 593
(b) (2), (3), or (4) (relating, respectively,
to the percentage of taxable income
method, the percentage method, and
the experience method), and

(ii) Shall be determined without re-
gard to any amount charged for any
taxable year against the reserve for
losses on qualifying real property loans
pursuant to § 1.593–10 (relating to cer-
tain distributions to shareholders by a
domestic building and loan associa-
tion).
For each taxable year the taxpayer
must include in its income tax return
for such year a computation of the
amount of the addition determined
under this section. The use of a par-
ticular method in the return for a tax-
able year is not a binding election by
the taxpayer to apply such method ei-
ther for such taxable year or for subse-
quent taxable years. Thus, in the case
of a subsequent adjustment described
in paragraph (b)(2) of § 1.593–5 which has

the effect of permitting an increase, or
requiring a reduction, in the amount
claimed in the return for a taxable
year as an addition to the reserve for
losses on qualifying real property
loans, the amount of such addition
may be recomputed under whichever
method the taxpayer selects for the
purpose of such recomputation, irre-
spective of the method initially applied
for such taxable year.

(2) Method of determination. For pur-
poses of this section and § 1.596–1 (relat-
ing to limitation on dividends received
deduction), a thrift institution is
deemed to have determined the addi-
tion to its reserve for losses on quali-
fying real property loans for the tax-
able year under the percentage of tax-
able income method provided by sec-
tion 593(b)(2) and paragraph (b) of this
section if the amount finally deter-
mined to be a reasonable addition for
such year to such reserve exceeds the
amount determined for such year under
section 593(b)(3) (relating to the per-
centage method) and exceeds the
amount determined for such year under
section 593(b)(4) (relating to the experi-
ence method).

(b) Percentage of taxable income meth-
od—(1) In general. Subject to the limi-
tations described in subparagraph (4) of
this paragraph and in paragraph (e) of
this section, the amount determined
under section 593(b)(2) and this para-
graph for the taxable year, if such sec-
tion and paragraph are applicable, is an
amount equal to the applicable per-
centage of the taxable income for such
year, reduced by the amount deter-
mined under subparagraph (3) of this
paragraph. For this purpose, taxable
income is computed as provided in sub-
paragraph (5) of this paragraph, and
the applicable percentage (except as re-
duced under subparagraph (2) of this
paragraph) is determined under the fol-
lowing table:

For a taxable year beginning in—

The applicable
percentage

under this sub-
paragraph is—

1969 ............................................................... 60 percent.
1970 ............................................................... 57 percent.
1971 ............................................................... 54 percent.
1972 ............................................................... 51 percent.
1973 ............................................................... 49 percent.
1974 ............................................................... 47 percent.
1975 ............................................................... 45 percent.
1976 ............................................................... 43 percent.
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For a taxable year beginning in—

The applicable
percentage

under this sub-
paragraph is—

1977 ............................................................... 42 percent.
1978 ............................................................... 41 percent.
1979 or thereafter .......................................... 40 percent.

(2) Reduction of applicable percentage
in certain cases—(i) General rules. If for
the taxable year the percentage of the
assets of a thrift institution, which are
assets described in section
7701(a)(19)(C) (relating to assets of a do-
mestic building and loan association)
is less than:

(a) 82 percent of the total assets in
the case of a thrift institution other
than a mutual savings bank, the appli-
cable percentage for such year provided
by subparagraph (1) of this paragraph
is reduced by three-fourths of 1 per-
centage point for each 1 percentage
point of such difference; or

(b) 72 percent of the total assets in
the case of a thrift institution which is
a mutual savings bank, the applicable
percentage for such year provided by
subparagraph (1) of this paragraph is
reduced by 11⁄2 percentage points for
each 1 percentage point of such dif-
ference.
If such percentage is less than 60 per-
cent of the total assets in the case of
any thrift institution (less than 50 per-
cent of the total assets for a taxable
year beginning before 1973 in the case
of a thrift institution which is a mu-
tual savings bank), section 593(b)(2) and
this paragraph are not applicable. The
percentage of total assets specified in
this subparagraph is computed as of
the close of the taxable year or, at the
option of the taxpayer, may be com-
puted on the basis of the average assets
outstanding during the taxable year.
Such average is determined by com-
puting such percentage either as of the
close of each month, as of the close of
each quarter, or as of the close of each
semiannual period during the taxable
year and by using the yearly average of
the monthly, quarterly, or semiannual
percentages. A thrift institution which
is a mutual savings bankand which de-
termines the amount of the reasonable
addition for the taxable year to the re-
serve for losses on qualifying real prop-
erty loans under this paragraph shall
file for such taxable year a statement

which shall show the amount of assets
defined in paragraph (e) of § 402.1–2
(Temporary Regulations on Procedure
and Administration under Tax Reform
Act of 1969) as of the close of the tax-
able year and a brief description and
the amount of all other assets, to-
gether with a description of the meth-
od used in determining such amounts.
If the percentage specified in this sub-
paragraph is computed by such thrift
institution on the basis of the average
assets outstanding during the taxable
year, the statement shall also show
such information as of the end of each
month, each quarter, or each semi-
annual period and the manner of calcu-
lating the average.

(ii) Example. The provisions of this
subparagraph may be illustrated by the
following example:

Example. M is a cooperative bank to which
section 593 applies. For its taxable year be-
ginning in 1970, 80.4 percent of M’s assets
(computed as of the close of such year) con-
stitute assets described in section
7701(a)(19)(C). M’s assets which are assets de-
scribed in section 7701(a)(19)(C), when com-
puted on semiannual, quarterly, and month-
ly bases, constitute 79.8, 79.6, and 79.5 per-
cent, respectively, of its total assets com-
puted on the corresponding bases. M’s appli-
cable percentage for 1970 is 56.25 percent, de-
termined as follows:

Per-
cent

Percentage of total assets specified in (a) of subdivi-
sion (i) of this subparagraph .................................... 82.0

Percentage of total assets constituting assets de-
scribed in section 7701(a)(19)(C) ............................ 80.4

Difference ...................................................... 1.6
Applicable percentage determined under table in sub-

paragraph (1) of this paragraph ............................... 57.0
Reduction of applicable percentage required by (a) of

subdivision (i) of this subparagraph (3⁄4 of 1 per-
centage point for each full percentage point of dif-
ference) .................................................................... .75

Applicable percentage ................................... 56.25

(3) Reduction for addition to reserve for
nonqualifying loans—(i) General rule.
Subparagraph (1) of this paragraph pro-
vides that, subject to certain limita-
tions, the amount determined under
the percentage of taxable income
method provided by section 593(b)(2)
and this paragraph for the taxable year
is an amount equal to the applicable
percentage of the taxable income for
such year, reduced by the amount de-
termined under this subparagraph. In
the case of a thrift institution other
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than a mutual savings bank, the
amount determined under this subpara-
graph is an amount equal to the
amount determined under paragraph
(a)(1)(i) of § 1.593–5 to be a reasonable
addition for the taxable year to the re-
serve for losses on nonqualifying loans
multiplied by a fraction:

(a) The numerator of which is 18 per-
cent, and

(b) The denominator of which is the
percentage (in no case less than 18 per-
cent) of the assets of the taxpayer for
such year which are not assets defined
in paragraph (e) of § 402.1–2 of this chap-
ter.
In the case of a thrift institution which
is a mutual savings bank, the amount
determined under this subparagraph is
an amount determined in the manner
described in the preceding sentence, ex-
cept that the numerator of the fraction
described therein is 28 percent, and the
denominator of such fraction shall not
be less than 28 percent. For purposes of
this subparagraph, the percentage of
assets for a taxable year which are not
assets defined in paragraph (e) of
§ 402.1–2 of this chapter is determined
upon the same annual or average basis
as is used in determining the percent-
age specified in subparagraph (2) of this
paragraph.

(ii) Examples. The provisions of this
subparagraph may be illustrated by the
following examples:

Example 1. K is a domestic building and
loan association to which section 593 applies.
The amount determined under subparagraph
(1) of this paragraph (before reduction by the
amount determined under this subparagraph)
to be the reasonable addition for the taxable
year to K’s reserve for losses on qualifying
real property loans is $100,000. The amount
determined under paragraph (a)(1)(i) of
§ 1.593–5 as the reasonable addition for the
taxable year to the association’s reserve for
losses on nonqualifying loans is $10,000. The
percentage of K’s assets which are not assets
defined in paragraph (e) of § 402.1–2 is 24 per-
cent. The amount determined under subpara-
graph (1) of this paragraph ($100,000) must be
reduced by $7,500.

$10,000×18 percent/24 percent.

Therefore, subject to the limitations de-
scribed in subparagraph (4) of this paragraph
and in paragraph (e) of this section, the
amount determined under this paragraph to
be the reasonable addition for the taxable
year to K’s reserve for losses on qualifying

real property loans is $92,500 ($100,000 less
$7,500).

Example 2. The facts are the same as in ex-
ample 1, except that the percentage of K’s
assets which are not assets defined in para-
graph (e) of § 402.1–2 is 12 percent. The
amount determined under subparagraph (1)
of this paragraph (before reduction by the
amount determined under this subparagraph)
to be the reasonable addition for the taxable
year to K’s reserve for losses on qualifying
real property loans must be reduced by
$10,000.

$10,000×18 percent/18 percent.

Because the denominator of the fraction may
not be less than 18 percent, the fraction used
in determining the amount of such reduction
is equal to 1.

(4) Overall limitation. The amount de-
termined under this paragraph shall
not exceed the amount necessary to in-
crease the balance (as of the close of
the taxable year) of the reserve for
losses on qualifying real property loans
to 6 percent of such loans outstanding
at such time.

(5) Computation of taxable income. For
purposes of this paragraph, taxable in-
come is computed:

(i) By excluding from gross income
any amount included therein by reason
of the application of section 593(e) and
§ 1.593–10 (relating to certain distribu-
tions to shareholders by a domestic
building and loan association).

(ii) Without regard to any deduction
allowable under section 166(c) (whether
or not determined under section 593)
and the regulations thereunder for an
addition to a reserve for bad debts.

(iii) (a) By excluding from gross in-
come an amount equal to the excess (if
any) or (1) the total gains of the tax-
able year arising from sales and ex-
changes at a gain of (i) obligations the
interest on which is excludable from
gross income under section 103, and (ii)
corporate stock, over (2) the total
losses of such year arising from sales
and exchanges at a loss of such obliga-
tions and stock.

(b) The provisions of this subdivision
(iii) may be illustrated by the fol-
lowing example:

Example. For its taxable year beginning in
1971, the gains and losses of a domestic build-
ing and loan association from sales of stock
and securities (all of which were made on De-
cember 31, 1971) were as follows:
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Gain Loss

Municipal bonds acquired July 1,
1969, the interest on which is ex-
cludable from income under sec.
103 ................................................. $25,000 ................

Stock of Corporation A, acquired July
14, 1971 ......................................... ................ $6,000

Stock of Corporation B, acquired
Dec. 22, 1970 ................................ $3,000 ................

For purposes of this paragraph, the asso-
ciation’s taxable income for 1971 is computed
by excluding $22,000 ($25,000+$3,000¥$6,000)
from its gross income.

(iv) By excluding from gross income
an amount equal to the lesser of (a)
three-eighths of the net long-term cap-
ital gain for the taxable year or (b)
three-eighths of the net long-term cap-
ital gain for the taxable year from the
sale or exchange of property other than
property described in subdivision (iii)
of this subparagraph.

(v)(a) By excluding from gross in-
come so much of the amount of divi-
dends with respect to which a deduc-
tion is allowable under part VIII, sub-
chapter B, chapter 1, subtitle A of
theCode (section 241 and following) as
is in excess of the applicable percent-
age (determined under subparagraphs
(1) and (2) of this paragraph) of the
dividends received deduction (deter-
mined under part VIII, subchapter B,
chapter 1, subtitle A of the Code, with-
out regard to section 596) for the tax-
able year.

(b) The provisions of this subdivision
(v) may be illustrated by the following
example:

Example. For its taxable year beginning in
1977, a domestic building and loan associa-
tion receives dividends of $100 with respect
to which a dividends received deduction of
$85 is allowable under section 243(a)(1). The
association receives no other dividends for
the taxable year. The association’s applica-
ble percentage for the taxable year, as deter-
mined under subparagraphs (1) and (2) of this
paragraph, is 42 percent. For purposes of this
paragraph, the association’s taxable income
is computed by excluding from gross income
the excess of the amount of dividends re-
ceived ($100) over the applicable percentage
of the allowable dividends received deduction
(42 percent of $85, or $35.70), computed with-
out regard to section 596. Thus, for purposes
of this paragraph, $64.30 ($100 less $35.70) is
excluded from gross income. See section 596
and § 1.596–1 with respect to the computation
of the dividends received deduction for pur-

poses of determining taxable income under
section 63(a).

(vi) For taxable years beginning be-
fore January 1, 1978, without regard to
any deduction the amount of which is
computed upon, or may be subject to a
limitation computed upon, the amount
of taxable income, and without regard
to any net operating loss carryback to
such year from a taxable year begin-
ning before January 1, 1979. (For pur-
poses of this subparagraph, a net oper-
ating loss deduction under section 172
is not a deduction the amount of which
may be subject to a limitation com-
puted upon the amount of taxable in-
come.)

(vii) For taxable years beginning
after December 31, 1977, by taking into
account any deduction the amount of
which is computed upon or may be sub-
ject to a limitation computed upon the
amount of taxable income, and any
other deduction or loss allowed under
subtitle A of the Code, such as any de-
duction allowable under section 172 or
any loss allowable under section 1212
(a), unless otherwise provided in this
subparagraph.

(c) Percentage method. [Reserved]
(d) Experience method. [Reserved]
(e) Percentage of deposits limitation

where percentage of taxable income meth-
od or percentage method is applied. If the
amount determined by the taxpayer to
constitute a reasonable addition for
the taxable year to the reserve for
losses on qualifying real property loans
is greater than the amount determined
under paragraph (d) of this section (re-
lating to the experience method), the
amount so determined cannot exceed
an amount which, when added to the
amount determined under paragraph
(a)(1)(i) of § 1.593–5 to be a reasonable
addition for such year to the reserve
for losses on nonqualifying loans,
equals the amount by which 12 percent
of the total deposits or withdrawable
accounts of depositors of the taxpayer
at the close of such year exceeds the
sum of the taxpayer’s surplus, undi-
vided profits, and reserves at the begin-
ning of such year (taking into account
any portion thereof which is attrib-
utable to the period before the first
taxable year beginning after December
31, 1951. The terms surplus, undivided
profit, and reserves and total deposits or
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withdrawable accounts have the same
meanings as are assigned to them in
paragraph (f) of § 1.593.6.

[T.D. 549, 43 FR 21455, May 18, 1978, as amend-
ed by T.D. 7626, 44 FR 31177, May 31, 1979]

§ 1.593–7 Establishment and treatment
of reserves for bad debts.

(a) Establishment of reserves—(1) In
general. A taxpayer described in § 1.593–
4 shall establish and maintain a reserve
for losses on nonqualifying loans, a re-
serve for losses on qualifying real prop-
erty loans, and, if required under para-
graph (b)(4) or (c)(3)(i)(c) of this sec-
tion, a supplemental reserve for losses
on loans. For rules governing the cred-
iting of additions to the reserve for
losses on nonqualifying loans and the
reserve for losses on qualifying real
property loans, see paragraph (b) of
§ 1.593–5.

(2) Accounting for reserves. (i) The tax-
payer shall establish and maintain as a
permanent part of its regular books of
account an account for each of the re-
serves established pursuant to subpara-
graph (1) of this paragraph. For pur-
poses of the preceding sentence, a tax-
payer may establish and maintain a
permanent subsidiary ledger con-
taining an account for each of such re-
serves. If a taxpayer maintains such a
permanent subsidiary ledger, the total
of the reserve accounts in such ledger
and the total of the reserve accounts in
any other ledger must be reconciled.

(ii) Any credit or charge to a reserve
established pursuant to subparagraph
(1) of this paragraph must be made to
such reserve irrespective of whether
the amount thereof is also credited or
charged to any surplus, reserve, or
other account which the taxpayer may
be required or permitted to maintain
pursuant to any Federal or State stat-
ute, regulation, or supervisory order.
Minimum amounts credited in compli-
ance with such Federal or State stat-
utes, regulations, or supervisory orders
to reserve or similar accounts, or addi-
tional amounts credited to such re-
serve or similar accounts and permis-
sible under such statutes, regulations,
or orders, against which charges may
be made for the purpose of absorbing
losses sustained by the taxpayer, may
also be credited to the reserve for
losses on nonqualifying loans or the re-

serve for losses on qualifying real prop-
erty loans, provided that the total of
the amounts so credited to the reserve
for losses on nonqualifying loans, or to
the reserve for losses on qualifying real
property loans, for any taxable years
does not exceed the amount described
in subparagraph (1) or (2) of § 1.593–5(a)
(whichever applies) as the addition to
such reserve for such year year.

(b) Allocation of pre-1963 reserves— (1)
In general. In the case of a taxpayer de-
scribed in § 1.593–4, the pre-1963 re-
serves, if any, of such taxpayer shall be
allocated to (and constitute the open-
ing balance of) the reserve for losses on
nonqualifying loans, the reserve for
losses on qualifying real property
loans, and, if required under subpara-
graph (4) of this paragraph, the supple-
mental reserve for losses on loans. The
term pre-1963 reserves means the net
amount (determined as of the close of
December 31, 1962) accumulated for tax-
able years beginning after December 31,
1951, in the taxpayer’s reserve for bad
debts pursuant to section 166(c) of the
Internal Revenue Code of 1954 and sec-
tion 23(k) (1) of the Internal Revenue
Code of 1939 (including the amount of
any bad debt reserves acquired from
another taxpayer). For purposes of the
preceding sentence in the case of a tax-
able year beginning before January 1,
1963, and ending after December 31,
1962, the part of such year occurring
before January 1, 1963, shall be treated
as a taxable year. Thus, the pre-1963 re-
serves of the taxpayer shall be an
amount equal to:

(i) The sum of the amounts allowed
as deductions for additions to a reserve
for bad debts for taxable years begin-
ning after December 31, 1951, and end-
ing before January 1, 1963, plus

(ii) In the case of a taxable year be-
ginning before January 1, 1963, and end-
ing after December 31, 1962, the amount
(determined under § 1.593–1 or 1.593–2)
which would be allowable under section
166(c) as a deduction for an addition to
a reserve for bad debts for the part of
such year occurring before January 1,
1963, if such part year constituted a
taxable year, minus

(iii) The total amount of bad debts
charged against a reserve for bad debts
during the period which begins with
the opening of the first taxable year
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beginning after December 31, 1951, and
which ends at the close of December 31,
1962 plus

(iv) The total amount of recoveries
during the period described in subdivi-
sion (iii) of this subparagraph, on bad
debts charged against a reserve for bad
debts in a taxable year beginning after
December 31, 1951.

(2) Allocation to opening balance of re-
serve for losses on nonqualifying loans. (i)
As of the close of December 31, 1962 the
pre-1963 reserves shall first be allocated
to (and constitute the opening balance
of) the reserve for losses on nonquali-
fying loans in an amount equal to the
lesser of (a) the amount of such pre-
1963 reserves, or (b) the amount deter-
mined under subdivision (ii) of this
subparagraph.

(ii) The amount referred to in sub-
division (i)(b) of this subparagraph
shall be the amount which would con-
stitute a reasonable addition to the re-
serve for losses on nonqualifying loans
under § 1.166–4 for a period in which the
taxpayer’s nonqualifying loans in-
creased from zero to the amount there-
of outstanding at the close of Decem-
ber 31, 1962.

(3) Allocation to opening balance of re-
serve for losses on qualifying real property
loans. (i) Any portion of the pre-1963 re-
serves remaining after the allocation
provided in subparagraph (2) of this
paragraph shall, as of the close of De-
cember 31, 1962, be allocated to (and
constitute the opening balance of) the
reserve for losses on qualifying real
property loans in an amount equal to
the lesser of (a) the amount of such re-
maining portion, or (b) the amount de-
termined under subdivision (ii) of this
subparagraph. If the amount described
in (a) of the preceding sentence is less
than the amount described in (b) there-
of, see § 1.593–8 for allocation of pre-1952
surplus, if any, to the opening balance
of such reserve.

(ii) The amount referred to in sub-
division (i)(b) of this subparagraph
shall be an amount equal to the greater
of:

(a) 3 percent of the taxpayer’s quali-
fying real property loans outstanding
at the close of December 31, 1962, or

(b) The amount which would con-
stitute a reasonable addition to the re-
serve for losses on such loans under

§ 1.166–4 for a period in which the
amount of such loans increased from
zero to the amount thereof outstanding
at the close of December 31, 1962.

(4) Allocation to supplemental reserve
for losses on loans. Any portion of the
pre-1963 reserves remaining after the
allocations provided in subparagraphs
(2) and (3) of this paragraph shall be al-
located in its entirety to the supple-
mental reserve for losses on loans. (5)
Examples. This paragraph may be illus-
trated by the following examples:

Example 1— (i) Facts. X Corporation, a do-
mestic building and loan association orga-
nized on April 1, 1954, makes its returns on
the basis of a taxable year ending March 31
and the reserve method of accounting for bad
debts. For its taxable years ending March 31,
1955, through March 31, 1962, X was allowed a
total of $750,000 as deductible additions to its
reserve for bad debts under section 166(c).
For its taxable year ending March 31, 1963, X
was allowed a deduction under section 166(c)
for an addition to a reserve for bad debts. Of
such deduction $46,000 was determined under
§ 1.593–1 (relating to additions to reserve for
bad debts) by reference to § 1.593–9 (relating
to taxable income for taxable years begin-
ning in 1962 and ending in 1963) as the
amount which would be allowable for the pe-
riod April 1 through December 31, 1962, if
such period constituted a taxable year. Dur-
ing the taxable years ending March 31, 1955,
through March 31, 1963, X charged bad debts
of $55,000 against its reserve for bad debts
and made recoveries on such debts of $10,000.
Of suchbad debt charges and recoveries,
$50,000 was charged off and $9,000 was recov-
ered prior to January 1, 1963. At the close of
December 31, 1962, X had outstanding non-
qualifying loans of $500,000 and outstanding
qualifying real property loans of $10 million.
It is assumed that, under § 1.166–4, $2,000
would constitute a reasonable addition to
the reserve for losses on nonqualifying loans
for a period in which such loans increased
from zero to $500,000 and $20,000 would con-
stitute a reasonable addition to the reserve
for losses on qualifying real property loans
for a period in which such loans increased
from zero to $10 million.

(ii) Pre-1963 reserves determined. X’s pre-1963
reserves are $755,000, computed as follows:
Deductible additions to reserve for

bad debts:.
Years ending March 31, 1955

through March 31, 1962 ..... $750,000
Period April 1 through Decem-

ber 31, 1962 ........................ 46,000

$796,000
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Less:
Net bad debt losses for period

April 1, 1954 through De-
cember 31, 1962:

Bad debts ........................ 50,000
Recoveries ....................... (9,000) 41,000

755,000

(iii) Allocation to opening balance of reserve
for losses on nonqualifying loans. The portion
of the $755,000 of pre-1963 reserves to be allo-
cated to the reserve for losses on nonquali-
fying loans as the opening balance thereof is
$2,000 since such amount would constitute a
reasonable addition to the reserve for losses
on nonqualifying loans under § 1.166–4 for a
period in which the amount of such loans in-
creased from zero to $500,000.

(iv) Allocation to opening balance of reserve
for losses on qualifying real property loans. Of
the $753,000 ($755,000 minus $2,000) of pre-1963
reserves remaining after the allocation de-
scribed in subdivision (iii) of this example,
$300,000 (3 percent of $10 million, the total
amount of qualifying real property loans
outstanding at the close of December 31,
1962) is allocated to the opening balance of
the reserve for losses on qualifying real prop-
erty loans, since such amount is greater
than $20,000, the amount which would con-
stitute a reasonable addition to the reserve
for losses on such loans under § 1.166–4 for a
period in which the amount of such loans in-
creased from zero to $10 million.

(v) Allocation to supplemental reserve for
losses on loans. The balance of the pre-1963 re-
serves, or $453,000 ($755,000 minus the sum of
$2,000 and $300,000), is allocated in its en-
tirety to the supplemental reserve for losses
on loans.

Example 2. Assume the same facts as in ex-
ample 1, except that X was organized in 1936,
and on December 31, 1962, had pre-1963 re-
serves of only $15,000 (rather than $755,000).
In such case, $2,000 of such pre-1963 reserves
would be allocated to, and constitute the
opening balance of, the reserve for losses on
nonqualifying loans, and $13,000 ($15,000
minus $2,000) would be allocated to and con-
stitute part of the opening balance of the re-
serve for losses on qualifying real property
loans. However, since such $13,000 is less than
$300,000 (3 percent of $10 million), the opening
balance of the reserve for losses on quali-
fying real property loans must be increased
by so much of the taxpayer’s pre-1952 surplus
as is necessary to increase such opening bal-
ance to $300,000. For rules on the allocation
of pre-1952 surplus to the opening balance of
the reserve for losses on qualifying real prop-
erty loans, see § 1.593–8.

(c) Treatment of reserves—(1) In gen-
eral. Except as provided in paragraph
(d) of § 1.593–8 (relating to the alloca-
tion of pre-1952 surplus), each of the re-
serves established pursuant to para-

graph (a) of this section shall be treat-
ed, for purposes of subtitle A of the
Code, as a reserve for bad debts, except
that no deduction shall be allowed
under section 166 for any addition to
the supplemental reserve for losses on
loans. Accordingly, if in any taxable
year the taxpayer charges any of the
reserves established pursuant to para-
graph (a) of this section for an item
other than a bad debt, gross income for
such year shall be increased by the
amount of such charge. For special
rules in case of certain nondeductible
distributions to shareholders by a do-
mestic building and loan association,
see § 1.593–10.

(2) Bad debt losses. Any bad debt in re-
spect of a nonqualifying loan shall be
charged against the reserve for losses
on nonqualifying loans, and any bad
debt in respect of a qualifying real
property loan shall be charged against
the reserve for losses on qualifying real
property loans. At the option of the
taxpayer, however, any bad debt in re-
spect of either class of loans may be
charged in whole or in part against the
supplemental reserve for losses on
loans.

(3) Recoveries of bad debts. Any
amount recovered after December 31,
1962, in respect of a bad debt shall be
credited to the reserves established
pursuant to paragraph (a) of this sec-
tion in the following manner:

(i) If the recovery is in respect of a
bad debt which was charged prior to
January 1, 1963, against a reserve for
bad debts established pursuant to sec-
tion 166(c) of the Internal Revenue
Code of 1954, or section 23(k)(1) of the
Internal Revenue Code of 1939, then the
amount recovered shall be credited:

(a) First, to the reserve for losses on
nonqualifying loans in an amount
equal to the amount, if any, by which
the amount determined under subdivi-
sion (ii) of paragraph (b)(2) of this sec-
tion exceeds the opening balance of
such reserve (determined under such
paragraph (b)(2)),

(b) Second, to the reserve for losses
on qualifying real property loans in an
amount equal to the amount, if any, by
which the amount determined under
subdivision (ii) of paragraph (b)(3) of
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this section exceeds the opening bal-
ance of such reserve (determined under
such paragraph (b)(3)), and

(c) Finally, to the supplemental re-
serve for losses on loans.

For purposes of determining the
amounts of the credits under (a) and (b)
of this subdivision, the opening bal-
ances of the reserve for losses on non-
qualifying loans and the reserve for
losses on qualifying real property loans
shall be deemed to include the sum of
the amounts of any prior credits made
to such reserves pursuant to this sub-
division.

(ii) If the recovery is in respect of a
bad debt which is charged after Decem-
ber 31, 1962, against only one of the re-
serves established pursuant to para-
graph (a) of this section, the entire
amount recovered shall be credited to
the reserve so charged.

(iii) If the recovery is in respect of a
bad debt which is charged after Decem-
ber 31, 1962, against more than one of
the reserves established pursuant to
paragraph (a) of this section, then the
amount recovered shall be credited to
each of the reserves so charged in the
ratio which the amount of the bad debt
charged against such reserve bears to
the total amount of such bad debt
charged against both such reserves.

(iv) Subdivision (i) of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. In 1962, the taxpayer sustained a
bad debt of $10,000, which was charged
against a reserve for bad debts established
pursuant to section 166(c). As of the close of
December 31, 1962, the balance of the tax-
payer’s reserve for losses on nonqualifying
loans was $2,000, the amount determined
under paragraph (b)(2)(ii) of this section. As
of the same time, the balance of the tax-
payer’s reserve for losses on qualifying real
property loans was $100,000, but the amount
determined under paragraph (b)(3)(ii) of this
section was $106,000. In 1963, the taxpayer re-
covers $8,000 of the $10,000 charged off in 1962.
Of the $8,000 recovered in 1963, $6,000 ($106,000
minus $100,000) is credited to the reserve for
losses on qualifying real property loans, and
the balance of $2,000 is credited to the sup-
plemental reserve for losses on loans.

[T.D. 6728, 29 FR 5859, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21457, May 18, 1978]

§ 1.593–8 Allocation of pre-1952 surplus
to opening balance of reserve for
losses on qualifying real property
loans.

(a) General rule. In the case of a tax-
payer described in § 1.593–4, if the
amount of pre-1963 reserves allocated
(under paragraph (b)(3)(i) of § 1.593–7) to
the opening balance of the reserve for
losses on qualifying real property loans
is less than an amount equal to the
greater of:

(1) The total amount of qualifying
real property loans outstanding at the
close of December 31, 1962, multiplied
by 3 percent, or

(2) The amount which would con-
stitute a reasonable addition to the re-
serve for losses on such loans under
§ 1.166–4 for a period in which the
amount of such loans increased from
zero to the amount thereof outstanding
at the close of December 31, 1962,

then such opening balance shall be in-
creased by an amount equal to so much
of the pre-1952 surplus of the taxpayer
as is necessary to increase such open-
ing balance to the greater of the
amounts described in subparagraph (1)
or (2) of this paragraph. The amount of
such increase shall be deemed to be in-
cluded in such opening balance solely
for the limited purpose described in
paragraph (d) of this section.

(b) Pre-1952 surplus defined—(1) In gen-
eral. For purposes of this section and
§ 1.593–7, the term pre-1952 surplus
means an amount equal to:

(i) The sum of the taxpayer’s surplus,
undivided profits, and reserves deter-
mined (under the principles of para-
graph (d)(2) of § 1.593–1) as of the close
of the taxpayer’s last taxable year be-
ginning before January 1, 1952 (includ-
ing any amount acquired from another
taxpayer), minus

(ii) The amount of any impairments
of such sum (as determined under para-
graph (c) of this section).

(2) Reduction for certain excludable in-
terest. (i) The amount otherwise deter-
mined under subparagraph (1) of this
paragraph may, at the option of the
taxpayer, be reduced by the portion, if
any, of such amount which is attrib-
utable to interest which would have
been excludable from gross income of
such taxpayer under section 22(b)(4) of
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the Internal Revenue Code of 1939 (re-
lating to interest on governmental ob-
ligations) or the corresponding provi-
sions of prior revenue laws, had such
taxpayer been subject, when such in-
terest was received or accrued, to the
income tax imposed by such Code or
prior revenue laws.

(ii) For purposes of subdivision (i) of
this subparagraph, the portion of the
amount otherwise determined under
subparagraph (1) of this paragraph
which is attributable to interest which
would have been excludable from gross
income shall be determined by multi-
plying such amount by the ratio which:

(a) The total amount of such exclud-
able interest for the period before the
taxpayer’s first taxable year beginning
after December 31, 1951, bears to

(b) The total amount of the tax-
payer’s gross income, plus the total
amount of such excludable interest, for
such period.

If the amount determined under sub-
paragraph (1)(i) of this paragraph in-
cludes any amount acquired from an-
other taxpayer, then the gross income
and excludable interest of the taxpayer
for the period before its first taxable
year beginning after December 31, 1951,
shall include the gross income and ex-
cludable interest (for the same period)
of such other taxpayer.

(c) Impairment of surplus, undivided
profits, and reserves—(1) General rule. In
the case of a taxable year beginning
after December 31, 1951, and ending be-
fore January 1, 1963, if for such year:

(i) The amount described in para-
graph (b)(1)(i) of this section (as de-
creased under subparagraph (3)(i) of
this paragraph), exceeds

(ii) The sum of the taxpayer’s sur-
plus, undivided profits, and reserves
(excluding the amount of any pre-1963
reserves) determined as of the close of
such year under the principles of para-
graph (d)(2) of § 1.593–1,

then the amount described in para-
graph (b)(1)(i) of this section may, at
the option of the taxpayer, be reduced
by the amount of such excess.

(2) Transition year. In the case of a
taxable year beginning before January
1, 1963, and ending after December 31,
1962, the part of such year which occurs
before January 1, 1963, shall be consid-

ered to be a taxable year for purposes
of subparagraph (1) of this paragraph.

(3) Rules for applying subparagraph (1).
(i) For purposes of subparagraph (1)(i)
of this paragraph, the amount de-
scribed in paragraph (b)(1)(i) of this
section shall be decreased by the total
of any reductions under subparagraph
(1) of this paragraph for prior taxable
years; and

(ii) For purposes of subparagraph
(1)(ii) of this paragraph, the term pre-
1963 reserves means the amount deter-
mined under the principles of para-
graph (b)(1) of § 1.593–7 for the period
which begins with the first day of the
first taxable year beginning after De-
cember 31, 1951, and which ends at the
close of the taxable year with respect
to which the computation under sub-
paragraph (1) is being made.

(d) Treatment of pre-1952 surplus. Any
portion of the taxpayer’s pre-1952 sur-
plus which, pursuant to paragraph (a)
of this section, is deemed to be in-
cluded in the opening balance of the re-
serve for losses on qualifying real prop-
erty loans shall not be treated as a re-
serve for bad debts for any purpose
other than computing for any taxable
year the amount determined under the
method described in paragraph (b), (c),
or (d) of § 1.593–6 (relating, respectively,
to the percentage of taxable income
method, the percentage of real prop-
erty loans method, and the experience
method) or paragraph (b), (c), or (d) of
§ 1.593–6A (relating, respectively, to the
percentage of taxable income method,
the percentage method, and the experi-
ence method). For such limited pur-
pose, such portion shall be deemed to
remain in, and constitute a part of, the
reserve for losses on qualifying real
property loans. For all other purposes,
such portion will retain its character
as part of the taxpayer’s pre-1952 sur-
plus.

(e) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example —(1) Facts. X Corporation, a mu-
tual savings bank organized in 1934, makes
its returns on the basis of the calendar year
and the reserve method of accounting for bad
debts. For the taxable years 1934 through
1951, X’s gross income was $2.7 million, in ad-
dition to which X received $300,000 of interest
which would have been excludable from gross
income under section 22(b)(4) of the Internal
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Revenue Code of 1939, or the corresponding
provisions of prior revenue laws, if X had
been subject to the income tax imposed by
such Code or prior revenue laws when such
interest was received. At the close of 1951,
the sum of X’s surplus, undivided profits, and
reserves was $650,000. At the close of 1954, X
had pre-1963 reserves of $10,000, and surplus,
undivided profits, and reserves of $630,000. At
the close of 1955, X had pre-1963 reserves of
$15,000, and surplus, undivided profits, and
reserves of $625,000. At the close of 1962, X
had pre-1963 reserves of $55,000, nonqualifying
loans of $4 million, and qualifying real prop-
erty loans of $10 million. It is assumed that,
under § 1.166–4, $16,000 would constitute a rea-
sonable addition to the reserve for losses on
nonqualifying loans for a period in which
such loans increased from zero to $4 million
and $20,000 would constitute a
reasonableaddition to the reserve for losses
on qualifying real property loans for a period
in which such loans increased from zero to
$10 million.

(2) Impairment of surplus, undivided profits,
and reserves for 1954. The sum of X’s surplus,
undivided profits, and reserves at the close of
1951 was impaired during 1954 by $30,000, com-
puted as follows:
Sum of surplus, undivided profits, and reserves

at close of 1951 ............................................... $650,000
Less:

Sum of surplus, undivided profits, and re-
serves at close of 1954, excluding pre-
1963 reserves at close of such year
($630,000 minus $10,000) ........................ 620,000

30,000

(3) Impairment of surplus, undivided profits,
and reserves for 1955. The sum of X’s surplus,
undivided profits, and reserves at the close of
1951 was further impaired during 1955 by
$10,000, computed as follows:
Sum of surplus, undivided profits, and reserves

at close of 1951, decreased by amount of
1954 impairment ($650,000 minus $30,000) ... $620,000

Less:
Sum of surplus, undivided profits, and re-

serves at close of 1955, excluding pre-
1963 reserves at close of such year
($625,000 minus $15,000) ........................ 610,000

10,000

(4) Pre-1952 surplus. X’s pre-1952 surplus is
$549,000, computed as follows:
Sum of surplus, undivided profits

and reserves at close of 1951 ... $650,000
Less:

Sum of impairments for 1954
and 1955 ($30,000 plus
$10,000) .............................. 40,000

$610,000

Less:
Portion of such $610,000

which is attributable to ex-
cludable interest ($610,000
multiplied by $300,000/$3
million) ................................. 61,000

549,000

(5) Allocation of pre-1963 reserves to reserve
for losses on nonqualifying loans and to reserve
for losses on qualifying real property loans. Of
the $55,000 of pre-1963 reserves at the close of
1962, $16,000 (the amount which would con-
stitute a reasonable addition to the reserve
for losses on nonqualifying loans for a period
in which such loans increased from zero to $4
million) shall be allocated to, and constitute
the opening balance of, the reserve for losses
on nonqualifying loans, and the balance of
$39,000 ($55,000 minus $16,000) shall be allo-
cated to, and constitute a part of the open-
ing balance of, the reserve for losses on
qualifying real property loans.

(6) Allocation of pre-1952 surplus to reserve for
losses on qualifying real property loans. X’s
pre-1963 reserves are not sufficient to bring
the opening balance of the reserve for losses
on qualifying real property loans to $300,000,
which is an amount equal to the greater of:

(i) $300,000 (i.e., $10 million of qualifying
real property loans outstanding at the close
of 1962, multiplied by 3 percent), or

(ii) $20,000 (the amount which would con-
stitute a reasonable addition to the reserve
for losses on such loans under § 1.166–4 for a
period in which the amount of such loans in-
creased from zero to the $10 million).

Therefore, $261,000 ($300,000 minus $39,000) of
X’s pre-1952 surplus of $549,000 shall be
deemed to be included in the opening balance
of such reserve in order to increase such
opening balance to $300,000.

[T.D. 6728, 29 FR 5861, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21457, May 18, 1978]

§ 1.593–10 Certain distributions to
shareholders by a domestic build-
ing and loan association.

(a) In general. Section 593(f) provides
that if a domestic building and loan as-
sociation (as defined in section
7701(a)(19) and the regulations there-
under) distributes property after De-
cember 31, 1962, to a shareholder with
respect to its stock and if the amount
of such distribution is not allowable to
the association as a deduction under
section 591 (relating to deduction for
dividends paid on deposits), then, not-
withstanding any other provision of
the Code, the distribution shall be
treated as provided in paragraphs (b)
and (c) of this section. For purposes of
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the preceding sentence, the term dis-
tribution includes any distribution in
redemption of stock to which section
302(a) or 303 applies, or in partial or
complete liquidation of the associa-
tion, as well as any other distribution
which the association may make to a
shareholder with respect to its stock.
For definition of the term property, see
section 317(a). For determination of the
amount of a distribution, see section
301(b). For taxable years beginning
after July 11, 1969, this paragraph is
not applicable to any transaction to
which section 381 (relating to
carryovers in certain corporate acqui-
sitions) and the regulations thereunder
apply.

(b) Distributions out of certain re-
serves—(1) Distributions not in exchange
for stock. If the distribution is not a re-
demption to which section 302(a) or 303
applies or in partial or complete liq-
uidation of the association, then to the
extent that the distribution is not out
of earnings and profits of the taxable
year (within the meaning of section
316(a)(2)) or out of earnings and profits
accumulated in taxable years begin-
ning after December 31, 1951, the dis-
tribution shall be treated as made out
of:

(i) First, the reserve for losses on
qualifying real property loans (deter-
mined under subparagraph (3) of this
paragraph), to the extent thereof,

(ii) Second, the supplemental reserve
for losses on loans, to the extent there-
of, and

(iii) Finally, such other accounts as
may be proper.

(2) Distributions in redemption of stock
or in liquidation. If the distribution is a
redemption to which section 302(a) or
303 applies, or in partial or complete
liquidation of the association, the dis-
tribution shall be treated as made out
of:

(i) First, the reserve for losses on
qualifying real property loans (as de-
termined under subparagraph (3) of this
paragraph), to the extent thereof,

(ii) Second, the supplemental reserve
for losses on loans, to the extent there-
of,

(iii) Third, earnings and profits of the
taxable year (within the meaning of
section 316(a)(2)),

(iv) Fourth, earnings and profits ac-
cumulated in taxable years beginning
after December 31, 1951, and

(v) Finally, such other accounts as
may be proper.

(3) Special rule. For purposes of sub-
paragraphs (1)(i) and (2)(i) of this para-
graph, the reserve for losses on quali-
fying real property loans shall be an
amount equal to:

(i) The balance of such reserve deter-
mined as of the close of the taxable
year after all adjustments for such
year have been made (including the ad-
dition for such year determined under
§ 1.593–6 or § 1.593–6A (whichever is ap-
plicable)), minus.

(ii) The sum of:
(a) The amount which would have

constituted the opening balance of
such reserve (at the close of December
31, 1962) if such opening balance had
been determined under the experience
method described in paragraph
(b)(3)(ii)(b) of § 1.593–7 (relating to allo-
cation of pre-1963 reserves to the open-
ing balance of the reserve for losses on
qualifying real property loans), and

(b) The total amount of the annual
additions which would have been made
to such reserve under section 166(c) for
taxable years ending after December
31, 1962, if each such addition had been
determined under the experience meth-
od described in paragraph (d) of § 1.593–
6 or paragraph (d) of § 1.593–6A, which-
ever is applicable for the taxable year
of such addition.
For purposes of subdivision (i) of this
subparagraph, the balance of the re-
serve for losses on qualifying real prop-
erty loans shall include the total
amount of any pre-1963 reserves allo-
cated thereto under paragraph (b)(3) of
§ 1.593–7, but shall not include any pre-
1952 surplus which is deemed to be in-
cluded therein under paragraph (a) of
§ 1.593–8 (relating to allocation of pre-
1952 surplus to the opening balance of
the reserve for losses on qualifying real
property loans).

(c) Amount charged against reserve and
included in gross income—(1) In general.
If a distribution is treated under para-
graph (b) (1) or (2) of this section as
having been made out of the reserve for
losses on qualifying real property loans
or out of the supplemental reserve for
losses on loans, such reserves shall be
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charged with, and gross income for the
taxable year shall be increased by, an
amount equal to the lesser of:

(i) The amount of such reserves, or
(ii) The amount which, when reduced

by the amount of income tax imposed
by chapter 1 of the Code and attrib-
utable to the inclusion of such amount
in gross income, is equal to the amount
of such distribution.

(2) Special rule. For purposes of sub-
paragraph (1)(ii) of this paragraph, in
determining the income tax attrib-
utable to the inclusion of an amount in
gross income, taxable income shall be
determined without regard to any net
operating loss carryback to the taxable
year under section 172.

(d) Examples. This section may be il-
lustrated by the following examples:

Example 1 —(i) Facts. X Corporation, a do-
mestic building and loan association having
nonwithdrawable capital stock represented
by shares, was organized in 1946, and makes
its returns on the basis of the calendar year
and the reserve method of accounting for bad
debts. As of the close of December 31, 1962, X
had $6,900 of earnings and
profitsaccumulated in taxable years begin-
ning after December 31, 1951. X’s taxable in-
come for 1963 is $30,000 (computed prior to
the inclusion of any amount in gross income
for such year under section 593(f)) and during
such year X received tax-exempt interest of
$500. X’s earnings and profits for 1963 (com-
puted at the close of the taxable year with-
out diminution by reason of any distribu-
tions made during the taxable year) is
$20,400. The opening balance of X’s reserve
for losses on qualifying real property loans
as of the close of December 31, 1962 (deter-
mined under paragraph (b)(3)(ii)(a) of § 1.593–
7) was $24,500. Pre-1963 reserves of $22,500
were included in such opening balance, but it
is assumed that pre-1963 reserves of only
$2,500 would have been included in the open-
ing balance if the opening balance had been
determined under the experience method de-
scribed in paragraph (b)(3)(ii)(b) of § 1.593–7.
Pre-1952 surplus of $2,000 was deemed in-
cluded in such opening balance under para-
graph (a) of § 1.593–8. The deductible addition
to such reserve for 1963 is $47,000. It is as-
sumed that the addition to such reserve for
1963 would have been $2,200 if such addition
had been computed under the experience
method described in paragraph (d) of § 1.593–
6. On each of four dates during 1963 (January
1, April 1, July 1, and October 1), X made a
$12,000 distribution (which was not a redemp-
tion to which section 302(a) or 303 applied or
in partial or complete liquidation of X) to its
shareholders with respect to its stock.

(ii) Reserve for losses on qualifying real prop-
erty loans. For purposes of paragraph (b)(1)(i)
of this section, X’s reserve for losses on
qualifying real property loans is $64,800, com-
puted as follows:
Closing balance of reserve for losses on quali-

fying real property loans after addition for 1963
($24,500 opening balance plus $47,000 addi-
tion) .................................................................... $71,500

Minus:
Amount of pre-1963 reserves

which would have been in-
cluded in opening balance
under experience method ....... 2,500

Total additions which would have
been made under experience
method ........................................... 2,200

Pre-1952 surplus included in opening
balance ........................................... 2,000

6,700

64,800

(iii) Treatment of distributions. Of each
$12,000 quarterly distribution, $5,100 ($20,400)
earnings and profits of the taxable year di-
vided by 4) is out of X’s earnings and profits
of the taxable year (within the meaning of
section 316(a)(2)); the remainder of the Janu-
ary 1 distribution, $6,900 ($12,000 minus
$5,100), is out of X’s earnings andprofits accu-
mulated in taxable years beginning after De-
cember 31, 1951. Since $20,700 ($6,900 multi-
plied by 3) is not out of X’s earnings and
profits, such amount shall be treated as
made out of X’s reserve for losses on quali-
fying real property loans (as determined
under subdivision (ii) of this example).

(iv) Amount charged against reserve for losses
on qualifying real property loans and included
in gross income. The reserve for losses on
qualifying real property loans is charged
with, and X’s gross income for 1963 is in-
creased by, $43,124, which is the lesser of:

(a) $64,800 (the reserve as of December 31,
1963, as determined under subdivision (ii) of
this example), or

(b) $43,124, i.e., the amount which, when re-
duced by the amount of income tax attrib-
utable to the inclusion of such amount in
gross income, $22,424 ($43,124 multiplied by a
tax rate of 52 percent), is equal to the
amount of such distribution, $20,700.

Example 2 —(i) Facts. Assume the same
facts as in example 1 and the following addi-
tional facts: X’s taxable income for 1964 is
$6,000. The deductible addition to the reserve
for losses on qualifying real property loans
for 1964 is $11,000, but it is assumed that only
$2,676 would have been the addition to such
reserve for 1964 if such addition had been
computed under the experience method de-
scribed in paragraph (d) of § 1.593–6. On De-
cember 31, 1964, X makes a $10,000 distribu-
tion in a redemption to which section 302(a)
applies.

(ii) Reserve for losses on qualifying real prop-
erty loans. For purposes of paragraph (b)(2)(i)
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of this section, X’s reserve for losses on
qualifying real property loans is $30,000, com-
puted as follows:
Closing balance of reserve for losses on quali-

fying real property loans after addition for 1964
($71,500 opening balance plus $11,000 addi-
tion) .................................................................... $82,500

Minus:
Amount of pre-1963 reserves

which would have been in-
cluded in opening balance
under the experience method $2,500

Total additions which would have
been made under the experi-
ence method ($2,200 for 1963
plus $2,676 for 1964) .............. 4,876

Pre-1952 surplus included in
opening balance ...................... 2,000

9,376

73,124
Less charge against reserve under

subdivision (iv) of example 1 for
1963 distribution ............................. 43,124

30,000

(iii) Treatment of distribution. The $10,000
distribution in a redemption to which sec-
tion 302(a) applies shall be treated as made
out of X’s reserve for losses on qualifying
real property loans (as determined under
subdivision (ii) of this example).

(iv) Amount charged against reserve for losses
on qualifying real property loans and included
in gross income. The reserve for losses on
qualifying real property loans is charged
with, and X’s gross income for 1964 is in-
creased by, $12,820, which is the lesser of:

(a) $30,000 (the reserve as of December 31,
1964, as determined under subdivision (ii) of
this example), or

(b) $12,820, i.e., the amount which, when re-
duced by the amount of income tax attrib-
utable to the inclusion of such amount in
gross income, $2,820 ($12,820 multiplied by a
tax rate of 22 percent), is equal to the
amount of such distribution, $10,000.

Example 3 —(i) Facts. X Corporation, a do-
mestic building and loan association having
nonwithdrawable capital stock represented
by shares, was organized in 1946, and makes
its returns on the basis of the calendar year
and the reserve method of accounting for bad
debts. As of the close of December 31, 1962, X
had $6,900 of earnings and profits accumu-
lated in taxable years beginning after De-
cember 31, 1951. X’s taxable income for 1963 is
$30,000 (computed prior to the inclusion of
any amount in gross income for such year
under section 593(f)) and during such year X
received tax-exempt interest of $500. X’s
earnings and profits for 1963 (computed at
the close of the taxable year without diminu-
tion by reason of any distributions made
during the taxable year) is $20,400. The open-
ing balance of X’s reserve for losses on quali-
fying real property loans as of theclose of
December 31, 1962 (determined under para-

graph (b)(3)(ii)(a) of § 1.593–7) was $24,500. Pre-
1963 reserves of $24,500 were included in such
opening balance, but it is assumed that pre-
1963 reserves of only $4,500 would have been
included in the opening balance if the open-
ing balance had been determined under the
experience method described in paragraph
(b)(3)(ii)(b) of § 1.593–7. The deductible addi-
tion to such reserve for 1963 is $500. It is as-
sumed that the addition to such reserve for
1963 would have been $100 if such addition
had been computed under the experience
method described in paragraph (d) of § 1.593–
6. As of December 31, 1963, the balance of X’s
supplemental reserve for losses on loans is
$30,000. On each of four dates during 1963
(January 1, April 1, July 1, and October 1), X
made a $12,000 distribution (which was not a
redemption to which section 302(a) or 303 ap-
plied or in partial or complete liquidation of
X) to its shareholders with respect to its
stock.

(ii) Reserve for losses on qualifying real prop-
erty loans. For purposes of paragraph (b)(1)(i)
of this section, X’s reserve for losses on
qualifying real property loans is $20,400, com-
puted as follows:
Closing balance of reserve for losses on quali-

fying real property loans after addition for 1963
($24,500 opening balance plus $500 addition) $25,000

Minus:
Amount of pre-1963 reserves

which would have been in-
cluded in opening balance
under experience method ....... $4,500

Total additions which would have
been made under experience
method .................................... 100

4,600

20,400

(iii) Treatment of distributions. Of each
$12,000 quarterly distribution, $5,100 ($20,400
earnings and profits of the taxable year di-
vided by 4) is out of X’s earnings and profits
of the taxable year (within the meaning of
section 316(a)(2)); the remainder of the Janu-
ary 1 distribution, $6,900 ($12,000 minus
$5,100), is out of X’s earnings and profits ac-
cumulated in taxable years beginning after
December 31, 1951. Since $20,700 ($6,900 multi-
plied by 3) is not out of X’s earnings and
profits, $20,400 of such amount shall be treat-
ed as made outof X’s reserve for losses on
qualifying real property loans (as deter-
mined under subdivision (ii) of this example)
and $300 ($20,700 minus $20,400) shall be treat-
ed as made out of X’s supplemental reserve
for losses on loans.

(iv) Amount included in gross income. X’s
gross income for 1963 is increased by $43,124,
which is the lesser of:

(a) $50,400 ($20,400, the reserve for losses on
qualifying real property loans, as determined
under subdivision (ii) of this example, plus
$30,000, the supplemental reserve for losses
on loans), or
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(b) $43,124, i.e., the amount which, when re-
duced by the amount of income tax attrib-
utable to the inclusion of such amount in
gross income, $22,424 ($43,124 multiplied by a
tax rate of 52 percent), is equal to the
amount of such distribution, $20,700.

(v) Amount charged against reserve for losses
on qualifying real property loans and supple-
mental reserve for losses on loans. The reserve
for losses on qualifying real property loans is
charged with $20,400 (the balance of the re-
serve as of December 31, 1963, as determined
under subdivision (ii) of this example), and
the supplemental reserve for losses on loans
is charged with $22,724 ($43,124, the amount
included in gross income under subdivision
(iv) of this example, minus $20,400).

[T.D. 6728, 29 FR 5862, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21457, May 18, 1978]

§ 1.593–11 Qualifying real property
loan and nonqualifying loan de-
fined.

(a) Loan defined. For purposes of this
section, the term loan means debt, as
the term debt is used in section 166 and
the regulations thereunder. The term
loan also includes a redeemable ground
rent (as defined in section 1055 (c))
which is owned by the taxpayer, and
any property acquired by the taxpayer
in a transaction described in section
595(a). For determination of the
amount of a loan, see paragraph (d) of
this section.

(b) Qualifying real property loan de-
fined—(1) General rule. For purposes of
§§ 1.593–4 through 1.593–10, the term
qualifying real property loan means any
loan (other than a loan described in
subparagraph (5) of this paragraph)
which is secured by an interest in
qualifying real property. For purposes
of this section, the term real property
means any property which, under the
law of the jurisdiction in which such
property is situated, constitutes real
property. The term real property also
includes a mobile unit which is perma-
nently fixed to real property. The de-
termination of whether a mobile unit
is permanently fixed to real property
shall be made on the basis of facts and
circumstances in each particular case.
For example, a mobile unit is perma-
nently fixed to real property during a
taxable year if, except for a brief pe-
riod during which the unit is trans-
ported to a site, such unit was placed
upon a foundation at a site with wheels
and axles removed, affixed to the

ground by means of straps, and con-
nected to water, sewer, gas, and elec-
tric facilities. See paragraph (e) of this
section for the treatment of a REMIC
interest as a qualifying real property
loan.

(2) Meaning of Secured. A loan will be
considered as secured only if the loan is
on the security of any instrument
(such as a mortgage, deed of trust, or
land contract) which makes the inter-
est of the debtor in the property de-
scribed therein specific security for the
payment of the loan, provided that
such instrument is of such a nature
that, in the event of default, the prop-
erty could be subjected to the satisfac-
tion of the loan with the same priority
as a mortgage or deed of trust in the
jurisdiction in which the property is
situated.

(3) Meaning of interest. The word inter-
est means an interest in real property
which, under the law of the jurisdiction
in which such property is situated, con-
stitutes either (i) an interest in fee in
such property, (or in the case of a mo-
bile unit, an ownership interest), (ii) a
leasehold interest in such property ex-
tending or renewable automatically for
a period of at least 30 years, or at least
10 years beyond the date scheduled for
the final payment on the loan secured
by such interest, (iii) a leasehold inter-
est in improved residential real prop-
erty consisting of a structure or struc-
tures containing, in the aggregate, no
more than four family units extending
for a period of at least 2 years beyond
the date scheduled for the final pay-
ment on the loan secured by such in-
terest, or (iv) a leasehold interest in
such property held subject to a redeem-
able ground rent defined in section
1055(c).

(4) Meaning of qualifying real property.
The term qualifying real property means
any real property which is improved
real property, or which from the pro-
ceeds of the loan will become improved
real property. As used in the preceding
sentence, the term improved real prop-
erty means:

(i) Land on which is located any
building of a permanent nature (such
as a house, mobile unit, apartment
house, office building, hospital, shop-
ping center, warehouse, garage, or
other similar permanent structure),
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provided that the value of such build-
ing is substantial in relation to the
value of such land,

(ii) Any building lot or site which, by
reason of installations and improve-
ments that have been completed in
keeping with applicable governmental
requirements and with general practice
in the community, is a building lot or
site ready for the construction of any
building of a permanent nature within
the meaning of paragraph (b)(4)(i) of
this section.

(iii) Real property which, because of
its state of improvement, produces suf-
ficient income to maintain such real
property and retire the loan in accord-
ance with the terms thereof, or

(iv) A mobile unit which is perma-
nently fixed to real property.

(5) Loans not included. The term quali-
fying real property loan does not in-
clude:

(i) Any loan evidenced by a security
as defined in section 165(g)(2)(C),

(ii) Any loan (whether or not evi-
denced by a security as so defined) the
primary obligor on which is (a) a gov-
ernment or a political subdivision or
instrumentality thereof, (b) a bank (as
defined in section 581), or (c) another
member of the same affiliated group,

(iii) Any loan to the extent such loan
is secured by a deposit in or share of
the taxpayer (including a share of
nonwithdrawable capital stock), deter-
mined as of the close of the taxable
year, and

(iv) Any loan which (within a 60-day
period beginning in one taxable year of
the taxpayer and ending in the next
taxable year of such taxpayer) is made
or acquired, and then repaid or dis-
posed of, unless both the transaction
by which the loan is made or acquired
and the transaction by which the loan
is repaid or disposed of are established
to the satisfaction of the district direc-
tor to be for bona fide business pur-
poses.
As used in subdivision (ii)(c) of this
subparagraph, the term affiliated group
shall have the meaning assigned to
such term by section 1504(a) (relating
to the definition of an affiliated group),
except that the phrase more than 50 per-
cent shall be substituted for the phrase
at least 80 percent each place the latter
phrase appears in section 1504(a), and

all corporations shall be treated as in-
cludible corporations (without regard
to any of the exclusions provided in
section 1504(b)).

(c) Nonqualifying loan defined. For
purposes of §§ 1.593–4 through 1.593–9,
the term nonqualifying loan means any
loan which is not a qualifying real
property loan.

(d) Amount of loan determined—(1)
General rule. Except as provided in sub-
paragraph (2) of this paragraph, the
amount of any qualifying real property
loan or nonqualifying loan, for pur-
poses of section 593, is the adjusted
basis of such loan as determined under
§ 1.1011–1. However, the adjusted basis,
determined under § 1.1011–1, of any loan
in process does not include the
unadvanced portion of such loan. For
the basis of a redeemable ground rent
reserved or created by the taxpayer be-
fore April 11, 1963, see section 1055(b)(3);
and for the basis of a loan represented
by property acquired by the taxpayer
in a transaction described in section
595(a), see section 595(c).

(2) Limitation. If the total amount ad-
vanced on any loan exceeds the loan
value of any interest in qualifying real
property which secures such loan, then
the portion of such loan which, as of
the close of any taxable year, will be
considered as a qualifying real prop-
erty loan shall be determined under the
principles of section 7701(a)(19) and the
regulations thereunder.

(e) Treatment of REMIC interests as
qualifying real property loans—(1) In gen-
eral. For purposes of section 593 and
§§ 1.593–4 through 1.593–10, if, for any
calendar quarter, at least 95 percent of
a REMIC’s assets (as determined in ac-
cordance with § 1.860F–4(e)(1)(ii) or
§ 1.6049–7(f)(3)) are qualifying real prop-
erty loans (as defined in paragraph (b)
of this section), then, for that calendar
quarter, all the regular and residual in-
terests in that REMIC are treated as
qualifying real property loans. If less
than 95 percent of a REMIC’s assets are
qualifying real property loans, then a
percentage of each regular or residual
interest is treated as a qualifying real
property loan. The percentage equals
the percentage of the REMIC’s assets
that are qualifying real property loans.
See § 1.860F–4(e)(1)(ii)(B) and§ 1.6049–
7(f)(3) for information required to be
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provided to regular and residual inter-
est holders if the 95-percent test is not
met.

(2) Treatment of REMIC assets for sec-
tion 593 purposes—(i) Manufactured
housing treated as qualifying real prop-
erty. For purposes of paragraph (e)(1) of
this section, the term ‘‘qualifying real
property’’ includes manufactured hous-
ing treated as a single family residence
under section 25(e)(10).

(ii) Status of cash flow investments. For
purposes of paragraph (e)(1) of this sec-
tion, cash flow investments (as defined
in section 860G(a)(6) and § 1.860G–2(g)(1))
are treated as qualifying real property
loans.

[T.D. 6728, 29 FR 5864, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21458, May 18, 1978; T.D.
8458, 57 FR 61298, Dec. 24, 1992]

§ 1.594–1 Mutual savings banks con-
ducting life insurance business.

(a) Scope of application. Section 594
applies to the case of a mutual savings
bank not having capital stock rep-
resented by shares which conducts a
life insurance business, if:

(1) The conduct of the life insurance
business is authorized under State law,

(2) The life insurance business is car-
ried on in a separate department of the
bank,

(3) The books of account of the life
insurance business are maintained sep-
arately from other departments of the
bank, and

(4) The life insurance department of
the bank would, if it were treated as a
separate corporation, qualify as a life
insurance company under section 801.

(b) Computation of tax. In the case of
a mutual savings bank conducting a
life insurance business to which section
594 is applicable, the tax upon such
bank consists of the sum of the fol-
lowing:

(1) A partial tax computed under sec-
tion 11 upon the taxable income of the
bank determined without regard to any
items of income or deduction properly
allocable to the life insurance depart-
ment, and

(2) A partial tax computed on the in-
come (or, in the case of taxable years
beginning before January 1, 1955, the
taxable income (as defined in section
803)) of the life insurance department
determined without regard to any

items of income or deduction not prop-
erly allocable to such department, at
the rates and in the manner provided
in subchapter L (section 801 and fol-
lowing), chapter 1 of the Code, with re-
spect to life insurance companies.

§ 1.595–1 Treatment of foreclosed prop-
erty by certain creditors.

(a) Nonrecognition of gain or loss on the
acquisition of security property by certain
creditors—(1) In general. Section 595(a)
provides that in the case of a creditor
which is an organization described in
section 593(a) (that is, a mutual savings
bank not having capital stock rep-
resented by shares, a domestic building
and loan association, or a cooperative
bank without capital stock organized
and operated for mutual purposes and
without profit), no gain or loss shall be
recognized, and no debt shall be consid-
ered as becoming worthless or partially
worthless for purposes of section 166
(relating to bad debts), as the result of
a transaction by which such creditor
bids in at foreclosure, or reduces to
ownership or possession by agreement
or process of law, any property (wheth-
er real or personal, tangible or intan-
gible) which was security for the pay-
ment of any indebtedness (whether or
not a qualifying real property loan as
defined in section 593(e)(1)). The treat-
ment provided by section 595(a) is man-
datory (regardless of whether such
creditor utilizes the specific deduction
or reserve method of accounting for
bad debts) if, for the taxable year in
which the property is bid in at fore-
closure, or reduced to ownership or
possession by agreement or process of
law, the creditor is an organization de-
scribed in section 593(a), even though
the creditor subsequently becomes an
organization not described in section
593(a). For definition of the terms do-
mestic building and loan association and
cooperative bank for taxable years be-
ginning after October 16, 1962, see para-
graphs (19) and (32), respectively, of
section 7701(a).

(2) Effective date. Section 595 applies
to any transaction (described in sub-
paragraph (1) of this paragraph) occur-
ring after December 31, 1962, except
that such section does not apply to any
such transaction in which the taxable
event determined without regard to
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section 595 (that is, the sale or ex-
change to the creditor of the security
property by reason of the default or an-
ticipated default of the debtor) oc-
curred before January 1, 1963.

(b) Rules for determining when security
property is reduced to ownership or pos-
session by agreement or process of law—
(1) Ownership or possession. For pur-
poses of this section, security property
shall be considered as reduced to own-
ership or possession by agreement or
process of law on the earliest date on
which the creditor, by reason of the de-
fault or anticipated default of the debt-
or:

(i) Acquires, by agreement or process
of law, a title to, or a right or interest
in, the security property which under
local law is indefeasible and which the
creditor can validly dispose of apart
from the indebtedness which the prop-
erty secures, or

(ii) Acquires, by agreement or proc-
ess of law, an enforceable right to di-
rect the use to which the security prop-
erty shall be put, including, in the case
of real property, whether or not the
property shall continue to be occupied
by the debtor who has defaulted (re-
gardless of whether such creditor has
obtained indefeasible title to the prop-
erty), or

(iii) Sells or otherwise disposes of the
security property or any interest
therein.

(2) Agreement or process of law. The re-
duction of security property to owner-
ship or possession by agreement in-
cludes, where valid under local law,
such methods as voluntary conveyance
from the debtor (including a convey-
ance directly to the Federal Housing
Commissioner) and abandonment to
the creditor. The reduction of security
property to ownership or possession by
process of law includes foreclosure pro-
ceedings in which a competitive bid is
entered, such as foreclosure by judicial
sale or by power of sale contained in
the loan agreement without recourse
to the courts, as well as those types of
foreclosure proceedings in which a
competitive bid is not entered, such as
strict foreclosure and foreclosure by
entry and possession, by writ of entry,
or by publication or notice.

(c) Examples. The provisions of para-
graphs (a) and (b) of this section may

be illustrated by the following
examples:

Example 1. On January 31, 1963, X, a cred-
itor which is an organization described in
section 593(a), purchases at a foreclosure sale
residential real property which was security
for a debt owing to X, and with respect to
which the debtor has defaulted. Under local
law, there is a 1-year statutory redemption
period (during which period the debtor is en-
titled to remain in possession) so that X
must wait until February 1, 1964, to obtain
indefeasible title to the property. No gain or
loss is recognized by reason of the purchase
at the foreclosure sale on January 31, 1963.
However, the date on which the security
property is considered as reduced to owner-
ship or possession by agreement or process of
law is February 1, 1964. If, under local law,
there were no statutory redemption period
so that X obtained indefeasible title to the
security property at the foreclosure sale, the
date on which the security property would be
considered as so reduced is January 31, 1963.
Furthermore, with respect to either of the
preceding situations, if the foreclosure sale
had occurred on November 1, 1962 (instead of
on January 31, 1963), section 595 would not
apply to the transaction since the taxable
event in respect of such transaction occurred
prior to January 1, 1963.

Example 2. The facts are the same as in ex-
ample 1, except that instead of purchasing
the property at a foreclosure sale, X, pursu-
ant to the provisions of local law, enters
upon the security property on January 31,
1963, and acquires an enforceable right to di-
rect whether the property shall continue to
be occupied by the debtor. X does not obtain
indefeasible title to the property until Feb-
ruary 1, 1964. The date on which the security
property is considered as reduced to owner-
ship or possession by agreement or process of
law is January 31, 1963.

(d) Basis of acquired property. Section
595(c) provides that the basis of any
property to which section 595(a) applies
(hereinafter referred to as acquired
property) shall be the adjusted basis of
the indebtedness for which such prop-
erty was security, determined as of the
date of acquisition of such property,
properly increased for costs of acquisi-
tion. The date of acquisition is the
date, determined under paragraph (b)
of this section, on which the security
property is reduced to ownership or
possession by agreement or process of
law. Costs of acquisition are expendi-
tures incurred by the creditor (for ex-
ample, fees for an attorney, master,
trustee, auctioneer, for publication, ac-
quiring title, clearing liens, filing and
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recording, and court costs) which are
directly related to the foreclosure sale
or proceeding, or to the other process
used to reduce the security property to
ownership or possession, or both, by
agreement or process of law. For pur-
poses of determining the adjusted basis
of the indebtedness for which the ac-
quired property was security, there
shall be included the amount of any
unpaid interest with respect to such in-
debtedness, but only to the extent that
it has been included in gross income.
The basis of the acquired property, as
determined under this paragraph, shall
be adjusted in accordance with the
rules provided in paragraph (e) of this
section.

(e) Characteristics of acquired prop-
erty—(1) Depreciation; decline in fair
market value. Section 595(b) provides, in
part, that for purposes of section 166
(relating to bad debts) acquired prop-
erty shall be considered as property
having the same characteristics as the
indebtedness for which such property
was security. Thus, no deduction for
exhaustion, wear and tear, obsoles-
cence, amortization, or depletion shall
be allowed to a creditor with respect to
acquired property. However, if, at any
time, the adjusted basis of the acquired
property exceeds the fair market value
of such property (determined by proper
appraisal and without regard to any
outstanding right of redemption), and
the creditor can establish (in the same
manner as worthlessness in whole or in
part is established for purposes of sec-
tion 166) that an amount equal to any
portion of such excess will not be col-
lected with respect to the indebtedness
for which such property was security,
the creditor may treat such portion,
under the provisions of section 166, as a
worthless debt. In such case, the basis
of the acquired property shall be re-
duced by the amount treated as a
worthless debt.

(2) Example. The provisions of sub-
paragraph (1) of this paragraph may be
illustrated by the following example:

Example. X Corporation, a creditor which is
an organization described in section 593(a),
makes its returns on the basis of the cal-
endar year and the reserve method of ac-
counting for bad debts. In 1963, A defaults in
his payments on a debt owed to X which is
secured by residential real property. X re-
duces the property to ownership or posses-

sion by agreement or process of law by bid-
ding it in at a foreclosure sale for $23,000.
The adjusted basis of the indebtedness at the
date of acquisition of the property (increased
for costs of acquisition) is $25,000, and this
amount becomes the basis of the acquired
property. X obtains a deficiency judgment
against A for $2,000. Later in 1963, a proper
appraisal enables X to establish that the fair
market value of the property is $18,000. X is
also able to establish (under the rules of sec-
tion 166 and the regulations thereunder) that
due to A’s poor financial condition only
$1,000 can be collected on the outstanding de-
ficiency judgment. For the year 1963, X may
charge its bad debt reserve for $6,000, com-
puted as follows:
Basis of acquired property ..................................... $25,000
Less: Fair market value of acquired property ....... 18,000

Excess ................................................................... 7,000
Less: Collectible portion of deficiency judgment ... 1,000

Portion of excess treated as worthless debt ......... 6,000

(3) Capital improvements made after
date of acquisition not treated as acquired
property. Except as provided in sub-
paragraph (4) of this paragraph, the
term acquired property does not include
capital improvements made after the
date of (acquisition within the meaning
of paragraph (d) of this section) of the
property. Thus, the applicable deduc-
tion for exhaustion, wear and tear, ob-
solescence, amortization, or depletion
shall be allowed, if otherwise allow-
able, for improvements which are made
by the creditor with respect to ac-
quired property and which are properly
chargeable to the capital account. If
the creditor sells or otherwise disposes
of the acquired property with such cap-
ital improvements, any amount real-
ized by reason of such sale or other dis-
position shall be allocated in propor-
tion to the respective fair market val-
ues of the acquired property and such
capital improvements. The portion of
the amount realized which is allocable
to the acquired property shall be treat-
ed in accordance with the rules pre-
scribed in subparagraph (6) of this
paragraph. The portion of the amount
realized which is allocable to such cap-
ital improvements shall be treated
under the applicable rules governing
the sale or other disposition of such
property and without regard to section
595.

(4) Treatment of minor capital improve-
ments as acquired property. A creditor
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may treat any minor capital improve-
ments which it makes to a particular
acquired property after the date of ac-
quisition (within the meaning of para-
graph (d) of this section) in the same
manner as the acquired property, pro-
vided such creditor treats all minor
capital improvements with respect to
that particular acquired property in
such manner. For purposes of section
595, a capital improvement shall be
considered as minor only if the cost of
such improvement does not exceed
$3,000.

(5) Records for capital improvements.
For purposes of subparagraphs (3) and
(4) of this paragraph, the creditor must
maintain such records as are necessary
to clearly reflect, with respect to each
particular acquired property, the cost
of each capital improvement and
whether the taxpayer treated minor
capital improvements with respect to
such property in the same manner as
the acquired property.

(6) Amounts realized with respect to ac-
quired property. Section 595(b) provides,
in part, that any amount realized with
respect to acquired property shall be
treated as a payment on account of the
indebtedness for which such property
was security, and any loss with respect
thereto shall be treated as a bad debt
to which the provisions of section 166
(relating to bad debts) apply. An
amount realized with respect to ac-
quired property means an amount rep-
resenting a recovery of capital, such as
proceeds from the sale or other disposi-
tion of the property, payments on the
original indebtedness made by or on be-
half of the debtor (including amounts
received under an insurance contract
with the Federal Housing Administra-
tion or a guarantee by the Veterans’
Administration), and collections on a
deficiency judgment obtained against
the debtor (other than amounts treated
as interest under applicable local law).
Amounts realized with respect to ac-
quired property include amounts which
otherwise would be treated in the man-
ner prescribed in section 351 (relating
to transfer to a corporation controlled
by transferor), section 354 (relating to
exchanges of stock and securities in
certain reorganizations), section 453
(relating to installment method), sec-
tion 1031 (relating to exchange of prop-

erty held for productive use or for in-
vestment), or section 1033 (relating to
involuntary conversions). For purposes
of section 595(b), if a corporation dis-
tributes acquired property in a dis-
tribution to which section 311 (relating
to taxability of corporation on dis-
tribution) or section 336 (relating to
nonrecognition of gain or loss to a cor-
poration on distribution of its property
in partial or complete liquidation) ap-
plies, the fair market value of the ac-
quired property at the time of the dis-
tribution shall be treated as an amount
realized with respect to such property.
However, no amount shall be consid-
ered realized by reason of the distribu-
tion or transfer of acquired property in
a transaction to which section 381(a)
(relating to carryovers in certain cor-
porate acquisitions) applies, and in the
case of such a distribution or transfer
the acquired property shall be treated
by the distributee or transferee as hav-
ing the same characteristics as it had
in the hands of the distributor or trans-
feror at the time of such distribution
or transfer. The following rules shall
apply to amounts realized with respect
to acquired property:

(i) Any amount realized shall be ap-
plied against and reduce the adjusted
basis of the acquired property, and to
the extent that such amount exceeds
the adjusted basis, it shall, in the case
of a creditor using the specific deduc-
tion method of accounting for bad
debts, be included in gross income as
ordinary income, or, in the case of a
creditor using the reserve method of
accounting for bad debts, be credited to
the appropriate bad debt reserve (that
is, the reserve for losses on qualifying
real property loans or the reserve for
losses on nonqualifying loans). Any
amounts credited during the taxable
year to a reserve for bad debts pursu-
ant to this subdivision shall not be
considered as a part of the addition
under section 593 for such year, but
shall be included in the balance of the
reserve for purposes of computing such
addition to the reserve for such taxable
year. Thus, for example, an amount
credited to the reserve for losses on
qualifying real property loans during a
taxable year shall not be considered as
a part of the addition to such reserve
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computed under the percentage of tax-
able income method. However, the
amount of such credit shall be included
in the balance of such reserve for the
purpose of determining the amount
necessary to increase the balance of
such reserve (as of the close of such
taxable year) to an amount equal to 3
percent of qualifying real property
loans and for the purpose of deter-
mining whether such balance exceeds 6
percent of such loans.

(ii) If an amount realized on the sale
or other disposition of the acquired
property is insufficient to restore to
the creditor the adjusted basis of the
property, the difference between such
adjusted basis and such amount real-
ized shall be treated as a bad debt to
which the provisions of section 166
apply. If the creditor subsequently re-
alizes an additional amount with re-
spect to the original indebtedness or
the acquired property, such additional
amount shall be treated as the recov-
ery of a bad debt.

(7) Treatment of rents, similar amounts,
and expenses. Section 595 does not
change the treatment of rents, royal-
ties, dividends, interest, or similar
amounts received or accrued by the
creditor with respect to acquired prop-
erty, nor does it change the treatment
of expenses incurred with respect to
such property. (See, however, subpara-
graph (1) of this paragraph for treat-
ment of depreciation, etc.) Thus, for
example, if the acquired property is a
governmental obligation within the
meaning of section 103 (relating to in-
terest on certain governmental obliga-
tions), interest payments received by
the creditor with respect to such obli-
gation would not be included in gross
income.

(8) Examples. The provisions of sub-
paragraphs (6) and (7) of this paragraph
may be illustrated by the following ex-
amples:

Example 1 (i) Facts. X Corporation, a cred-
itor which is an organization described in
section 593(a), uses the reserve method of ac-
counting for bad debts. On May 1, 1964, X re-
duces to ownership or possession by agree-
ment or process of law improved real prop-
erty which is security for an indebtedness of
A which is in default. On the date of acquisi-
tion there remains unpaid on the indebted-
ness $20,000 principal and $700 interest. X has
previously included the $700 interest in gross

income. Subsequent to acquisition, X incurs
expenses totaling $500 for maintenance, and
during the period June 1 through September
30, 1964, rents the property for a total rental
of $400. Under local law, X is accountable to
A for the rents received and A is accountable
to X for the expenses incurred. There are no
other receipts or expenses until October 1,
1964, at which time X sells the acquired prop-
erty for $22,000. Under local law, A is not en-
titled to any portion of the sales proceeds.

(ii) Treatment of rents, expenses, and sales
proceeds. X would treat rents, expenses, and
sales proceeds in the following manner:
Basis of acquired property at acquisition (ad-

justed basis of indebtedness, i.e., $20,000 prin-
cipal plus $700 interest) ..................................... $20,700

Plus: Expenses charged to debtor ........................ 500

21,200
Less: Rents credited to debtor .............................. 400

Adjusted basis of acquired property at sale .......... 20,800
Less: Portion of $22,000 sales proceeds applied

in reduction of adjusted basis of acquired prop-
erty ..................................................................... 20,800

0

Portion of sales proceeds credited to reserve for
losses on qualifying real property loans
($22,000 minus $20,800) ................................... 1,200

(iii) Creditor using specific deduction method.
If instead of using the reserve method of ac-
counting for bad debts X used the specific de-
duction method, the $1,200 portion of the
sales proceeds would be treated as ordinary
income.

Example 2 (i) Facts. The facts are the same
as in example 1 except that under local law
X is not accountable to A for any portion of
the rents received and A is not accountable
to X for the expenses incurred by X.

(ii) Treatment of rents and expenses. X in-
cludes in gross income the total rent receipts
of $400 and deducts (if otherwise allowable)
the expenses of $500.

(iii) Treatment of sales proceeds. As the re-
sult of the sale of the acquired property, X
credits $1,300 to the reserve for losses on
qualifying real property loans, computed as
follows:
Basis of acquired property at acquisition and at

date of sale (adjusted basis of indebtedness,
i.e., $20,000 principal plus $700 interest) .......... $20,700

Less: Portion of $22,000 sales proceeds applied
in reduction of adjusted basis of acquired prop-
erty ..................................................................... 20,700

0

Portion of sales proceeds credited to reserve for
losses on qualifying real property loans
($22,000 minus $20,700) ................................... 1,300

(iv) Creditor using specific deduction method.
If instead of using the reserve method of ac-
counting for bad debts X used the specific de-
duction method, the $1,300 portion of the
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sales proceeds would be treated as ordinary
income.

Example 3 (i) Facts. The facts are the same
in example 1 except that X sells the acquired
property for $15,000.

(ii) Treatment of rents, expenses, and sales
proceeds. X would treat rents, expenses, and
sales proceeds in the following manner:
Basis of acquired property at acquisition (ad-

justed basis of indebtedness, i.e., $20,000 prin-
cipal plus $700 interest) ..................................... $20,700

Plus: Expenses charged to debtor ........................ 500

21,200
Less: Rents credited to debtor .............................. 400
Adjusted basis of acquired property at sale .......... 20,800
Less: Portion of $15,000 sales proceeds applied

in reduction of adjusted basis of acquired prop-
erty ..................................................................... 15,000

Amount charged to reserve for losses on quali-
fying real property loans .................................... 5,800

(iii) Creditor using specific deduction method.
If instead of using the reserve method of ac-
counting for bad debts X used the specific de-
duction method, the excess of $5,800 would be
allowed as a specific bad debt deduction.

[T.D. 6814, 30 FR 4473, Apr. 7, 1965]

§ 1.596–1 Limitation on dividends re-
ceived deduction.

(a) In general. For taxable years be-
ginning after July 11, 1969, in the case
of mutual savings banks, domestic
building and loan associations, and co-
operative banks, if the addition to the
reserve for losses on qualifying real
property loans for the taxable year is
determined under section 593(b)(2) (re-
lating to the percentage of taxable in-
come method), the total amount al-
lowed as a deduction with respect to
dividends received under part VIII, sub-
chapter B, chapter 1, subtitle A of the
Code (section 241 et seq.) (determined
without regard to section 596 and this
section) for such taxable year is re-
duced as provided by this section. In
such case, the dividends received de-
duction otherwise determined under
part VIII, subchapter B, chapter 1, sub-
title A of the Code, is reduced by an
amount equal to the applicable per-
centage for such year (determined sole-
ly under subparagraphs (A) and (B) of
section 593(b)(2) and the regulations
thereunder) of such total amount. For
the rule under which a mutual savings
bank, domestic building and loan asso-
ciation, or cooperative bank is deemed
to have determined the addition to its
reserve for losses on qualifying real
property loans for the taxable year

under section 593(b)(2), see § 1.593–
6A(a)(2).

(b) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. X Corporation, a domestic build-
ing and loan association, determines the ad-
dition to its reserve for losses on qualifying
real property loans under section 593(b)(2) for
its taxable year beginning in 1971. During
that taxable year, X Corporation received a
total of $100,000 as dividends from domestic
corporations subject to tax under chapter 1
of the Code. X Corporation received no other
dividends during the taxable year. Under
part VIII, subchapter B, chapter 1, subtitle A
of the Code, a deduction, determined without
regard to section 596 and this section, of
$85,000 would be allowed with respect to the
dividends. For the taxable year, the applica-
ble percentage, determined under subpara-
graphs (A) and (B) of section 593(b)(2), is 54
percent. Under section 596 and this section,
the amount allowed as a deduction under
section 243 and the regulations thereunder is
reduced by $45,900 (54 percent of $85,000) to
$39,100 ($85,000 less $45,900).

(c) Dividends received by members of a
controlled group. If a thrift institution
that computes a deduction under sec-
tion 593(b)(2) is a member of a con-
trolled group of corporations (within
the meaning of section 1563(a), deter-
mined by substituting 50 percent for 80
percent each place it appears therein)
and if the thrift institution, without a
bona fide business purpose, transfers
stock, directly or indirectly, to an-
other member of the group, the Com-
missioner may allocate any dividends
with respect to the stock to the thrift
institution. If the Commissioner allo-
cates a dividend to a thrifty institution
under this paragraph (c), the Commis-
sioner will also make appropriate cor-
relative adjustments to the income of
any other member of the group in-
volved in the allocation, at a time and
in a manner consistent with the proce-
dures of § 1.482–1(d)(2). This paragraph
(c) applies to taxable years ending on
or after August 30, 1975.

[T.D. 7149, 36 FR 20944, Nov. 2, 1971, as amend-
ed by T.D. 7631, 44 FR 40496, July 11, 1979]

§ 1.597–1 Definitions.
For purposes of the regulations under

section 597—
(a) Unless the context otherwise re-

quires, the terms consolidated group,
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member and subsidiary have the mean-
ings provided in § 1.1502–1; and

(b) The following terms have the
meanings provided below—

Acquiring. The term Acquiring means
a corporation that is a transferee in a
Taxable Transfer, other than a deemed
transferee in a Taxable Transfer de-
scribed in § 1.597–5(b).

Agency. The term Agency means the
Resolution Trust Corporation, the Fed-
eral Deposit Insurance Corporation,
any similar instrumentality of the
United States government, and any
predecessor or successor of the fore-
going (including the Federal Savings
and Loan Insurance Corporation).

Agency Control. An Institution or en-
tity is under Agency Control if Agency
is conservator or receiver of the Insti-
tution or entity, or if Agency has the
right to appoint any of the Institu-
tion’s or entity’s directors.

Agency Obligation. The term Agency
Obligation means a debt instrument
that Agency issues to an Institution or
to a direct or indirect owner of an In-
stitution.

Bridge Bank. The term Bridge Bank
means an Institution that is organized
by Agency to hold assets and liabilities
of another Institution and that con-
tinues the operation of the other Insti-
tution’s business pending its acquisi-
tion or liquidation, and that is any of
the following—

(1) A national bank chartered by the
Comptroller of the Currency under sec-
tion 11(n) of the Federal Deposit Insur-
ance Act (12 U.S.C. 1821(n)) or section
21A(b)(10)(A) of the Federal Home Loan
Bank Act (12 U.S.C. 1441a(b)(10)(A)) or
any successor sections;

(2) A Federal savings association
chartered by the Director of the Office
of Thrift Supervision under section
21A(b)(10)(A) of the Federal Home Loan
Bank Act (12 U.S.C. 1441a(b)(10)(A)) or
any successor section; or

(3) A similar Institution chartered
under any other statutory provisions.

Consolidated Subsidiary. The term
Consolidated Subsidiary means a mem-
ber of the consolidated group of which
an Institution is a member that bears
the same relationship to the Institu-
tion that the members of a consoli-
dated group bear to their common par-
ent under section 1504(a)(1).

Continuing Equity. An Institution has
Continuing Equity for any taxable year
if, on the last day of the taxable year,
the Institution is not (1) a Bridge
Bank, (2) in Agency receivership, or (3)
treated as a New Entity.

Controlled Entity. The term Controlled
Entity means an entity under Agency
Control.

Federal Financial Assistance (FFA).
The term Federal Financial Assistance
(FFA), as defined by section 597(c),
means any money or property provided
by Agency to an Institution or to a di-
rect or indirect owner of stock in an
Institution under section 406(f) of the
National Housing Act (12 U.S.C.
1729(f)), section 21A(b)(4) of the Federal
Home Loan Bank Act (12 U.S.C.
1441a(b)(4)), section 11(f) or 13(c) of the
Federal Deposit Insurance Act (12
U.S.C. 1821(f), 1823(c)), or under any
similar provision of law. Any such
money or property is FFA, regardless
of whether the Institution or any of its
affiliates issues Agency a note or other
obligation, stock, warrants, or other
rights to acquire stock in connection
with Agency’s provision of the money
or property. FFA includes Net Worth
Assistance, Loss Guarantee payments,
yield maintenance payments, cost to
carry or cost of funds reimbursement
payments, expense reimbursement or
indemnity payments, and interest (in-
cluding original issue discount) on an
Agency Obligation.

Institution. The term Institution
means an entity that is, or imme-
diately before being placed under Agen-
cy Control was, a bank or domestic
building and loan association within
the meaning of section 597 (including a
Bridge Bank). Except as otherwise pro-
vided in the regulations under section
597, the term Institution includes a New
Entity or Acquiring that is a bank or
domestic building and loan association
within the meaning of section 597.

Loss Guarantee. The term Loss Guar-
antee means an agreement pursuant to
which Agency or a Controlled Entity
guarantees or agrees to pay an Institu-
tion a specified amount upon the dis-
position or charge-off (in whole or in
part) of specific assets, an agreement
pursuant to which an Institution has a
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right to put assets to Agency or a Con-
trolled Entity at a specified price, or a
similar arrangement.

Net Worth Assistance. The term Net
Worth Assistance means money or prop-
erty (including an Agency Obligation
to the extent it has a fixed principal
amount) that Agency provides as an in-
tegral part of a Taxable Transfer, other
than FFA that accrues after the date
of the Taxable Transfer. For example,
Net Worth Assistance does not include
Loss Guarantee payments, yield main-
tenance payments, cost to carry or
cost of funds reimbursement payments,
or expense reimbursement or indem-
nity payments. An Agency Obligation
is considered to have a fixed principal
amount notwithstanding an agreement
providing for its adjustment after
issuance to reflect a more accurate de-
termination of the condition of the In-
stitution at the time of the acquisi-
tion.

New Entity. The term New Entity
means the new corporation that is
treated as purchasing all of the assets
of an Old Entity in a Taxable Transfer
described in § 1.597–5(b).

Old Entity. The term Old Entity
means the Institution or Consolidated
Subsidiary that is treated as selling all
of its assets in a Taxable Transfer de-
scribed in § 1.597–5(b).

Residual Entity. The term Residual
Entity means the entity that remains
after an Institution transfers deposit
liabilities to a Bridge Bank.

Taxable Transfer. The term Taxable
Transfer has the meaning provided in
§ 1.597–5(a)(1).

[T.D.8641, 60 FR 66094, Dec. 21, 1995]

§ 1.597–2 Taxation of Federal financial
assistance.

(a) Inclusion in income—(1) In general.
Except as otherwise provided in the
regulations under section 597, all FFA
is includible as ordinary income to the
recipient at the time the FFA is re-
ceived or accrued in accordance with
the recipient’s method of accounting.
The amount of FFA received or ac-
crued is the amount of any money, the
fair market value of any property
(other than an Agency Obligation), and
the issue price of any Agency Obliga-
tion (determined under § 1.597–3(c)(2)).
An Institution (and not the nominal re-

cipient) is treated as receiving directly
any FFA that Agency provides in a
taxable year to a direct or indirect
shareholder of the Institution, to the
extent money or property is trans-
ferred to the Institution pursuant to an
agreement with Agency.

(2) Cross references. See paragraph (c)
of this section for rules regarding the
timing of inclusion of certain FFA. See
paragraph (d) of this section for addi-
tional rules regarding the treatment of
FFA received in connection with trans-
fers of money or property to Agency or
a Controlled Entity, or paid pursuant
to a Loss Guarantee. See § 1.597–5(c)(1)
for additional rules regarding the in-
clusion of Net Worth Assistance in the
income of an Institution.

(b) Basis of property that is FFA. If
FFA consists of property, the Institu-
tion’s basis in the property equals the
fair market value of the property
(other than an Agency Obligation) or
the issue price of the Agency Obliga-
tion, as determined under § 1.597–3(c)(2).

(c) Timing of inclusion of certain FFA—
(1) Scope. This paragraph (c) limits the
amount of FFA an Institution must in-
clude in income currently under cer-
tain circumstances and provides rules
for the deferred inclusion in income of
amounts in excess of those limits. This
paragraph (c) does not apply to a New
Entity or Acquiring.

(2) Amount currently included in in-
come by an Institution without Con-
tinuing Equity. The amount of FFA an
Institution without Continuing Equity
must include in income in a taxable
year under paragraph (a)(1) of this sec-
tion is limited to the sum of—

(i) The excess at the beginning of the
taxable year of the Institution’s liabil-
ities over the adjusted bases of the In-
stitution’s assets; and

(ii) The amount by which the excess
for the taxable year of the Institution’s
deductions allowed by chapter 1 of the
Internal Revenue Code (other than net
operating and capital loss carryovers)
over its gross income (determined
without regard to FFA) is greater than
the excess at the beginning of the tax-
able year of the adjusted bases of the
Institution’s assets over the Institu-
tion’s liabilities.

(3) Amount currently included in in-
come by an Institution with Continuing
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Equity. The amount of FFA an Institu-
tion with Continuing Equity must in-
clude in income in a taxable year under
paragraph (a)(1) of this section is lim-
ited to the sum of—

(i) The excess at the beginning of the
taxable year of the Institution’s liabil-
ities over the adjusted bases of the In-
stitution’s assets;

(ii) The greater of—
(A) The excess for the taxable year of

the Institution’s deductions allowed by
chapter 1 of the Internal Revenue Code
(other than net operating and capital
loss carryovers) over its gross income
(determined without regard to FFA); or

(B) The excess for the taxable year of
the deductions allowed by chapter 1 of
the Internal Revenue Code (other than
net operating and capital loss
carryovers) of the consolidated group
of which the Institution is a member
on the last day of the Institution’s tax-
able year over the group’s gross income
(determined without regard to FFA);
and

(iii) The excess of the amount of any
net operating loss carryover of the In-
stitution (or in the case of a carryover
from a consolidated return year of the
Institution’s current consolidated
group, the net operating loss carryover
of the group) to the taxable year over
the amount described in paragraph
(c)(3)(i) of this section.

(4) Deferred FFA—(i) Maintenance of
account. An Institution must establish
a deferred FFA account commencing in
the first taxable year in which it re-
ceives FFA that is not currently in-
cluded in income under paragraph (c)(2)
or (c)(3) of this section, and must main-
tain that account in accordance with
the requirements of this paragraph
(c)(4). The Institution must add the
amount of any FFA that is not cur-
rently included in income under para-
graph (c)(2) or (c)(3) of this section to
its deferred FFA account. The Institu-
tion must decrease the balance of its
deferred FFA account by the amount of
deferred FFA included in income under
paragraphs (c)(4)(ii), (iv) and (v) of this
section. (See also paragraph (d)(5)(i)(B)
of this section for other adjustments
that decrease the deferred FFA ac-
count.) If, under paragraph (c)(3) of this
section, FFA is not currently included
in income in a taxable year, the Insti-

tution thereafter must maintain its de-
ferred FFA account on a FIFO (first in,
first out) basis (e.g., for purposes of the
first sentence of paragraph (c)(4)(iv) of
this section).

(ii) Deferred FFA recapture. In any
taxable year in which an Institution
has a balance in its deferred FFA ac-
count, it must include in income an
amount equal to the lesser of the
amount described in paragraph
(c)(4)(iii) of this section or the balance
in its deferred FFA account.

(iii) Annual recapture amount—(A) In-
stitutions without Continuing Equity—(1)
In general. In the case of an Institution
without Continuing Equity, the
amount described in this paragraph
(c)(4)(iii) is the amount by which—

(i) The excess for the taxable year of
the Institution’s deductions allowed by
chapter 1 of the Internal Revenue Code
(other than net operating and capital
loss carryovers) over its gross income
(taking into account FFA included in
income under paragraph (c)(2) of this
section); is greater than

(ii) The Institution’s remaining eq-
uity as of the beginning of the taxable
year.

(2) Remaining equity. The Institu-
tion’s remaining equity is—

(i) The amount at the beginning of
the taxable year in which the deferred
FFA account was established equal to
the adjusted bases of the Institution’s
assets minus the Institution’s liabil-
ities (which amount may be positive or
negative); plus

(ii) The Institution’s taxable income
(computed without regard to any car-
ryover from any other year) in any
subsequent taxable year or years;
minus

(iii) The excess in any subsequent
taxable year or years of the Institu-
tion’s deductions allowed by chapter 1
of the Internal Revenue Code (other
than net operating and capital loss
carryovers) over its gross income.

(B) Institutions with Continuing Eq-
uity. In the case of an Institution with
Continuing Equity, the amount de-
scribed in this paragraph (c)(4)(iii) is
the amount by which the Institution’s
deductions allowed by chapter 1 of the
Internal Revenue Code (other than net
operating and capital loss carryovers)
exceed its gross income (taking into
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account FFA included in income under
paragraph (c)(3) of this section).

(iv) Additional deferred FFA recapture
by an Institution with Continuing Equity.
To the extent that, as of the end of a
taxable year, the cumulative amount
of FFA deferred under paragraph (c)(3)
of this section that an Institution with
Continuing Equity has recaptured
under this paragraph (c)(4) is less than
the cumulative amount of FFA de-
ferred under paragraph (c)(3) of this
section that the Institution would have
recaptured if that FFA had been in-
cluded in income ratably over the six
taxable years immediately following
the taxable year of deferral, the Insti-
tution must include that difference in
income for the taxable year. An Insti-
tution with Continuing Equity must
include in income the balance of its de-
ferred FFA account in the taxable year
in which it liquidates, ceases to do
business, transfers (other than to a
Bridge Bank) substantially all of its as-
sets and liabilities, or is deemed to
transfer all of its assets under § 1.597–
5(b).

(v) Optional accelerated recapture of
deferred FFA. An Institution that has a
deferred FFA account may include in
income the balance of its deferred FFA
account on its timely filed (including
extensions) original income tax return
for any taxable year that it is not
under Agency Control. The balance of
its deferred FFA account is income on
the last day of that year.

(5) Exceptions to limitations on use of
losses. In computing an Institution’s
taxable income or alternative min-
imum taxable income for a taxable
year, sections 56(d)(1), 382 and 383 and
§§ 1.1502–15, 1.1502–21, and 1.1502–22 (or
§§ 1.1502–15A, 1.1502–21A, and 1.1502–22A,
as appropriate) do not limit the use of
the attributes of the Institution to the
extent, if any, that the inclusion of
FFA (including recaptured FFA) in in-
come results in taxable income or al-
ternative minimum taxable income
(determined without regard to this
paragraph (c)(5)) for the taxable year.
This paragraph (c)(5) does not apply to
any limitation under section 382 or 383
or § 1.1502–15, 1.1502–21 or 1.1502–22 (or
§ 1.1502–15A, 1.1502–21A or 1.1502–22A, as
appropriate) that arose in connection
with or prior to a corporation becom-

ing a Consolidated Subsidiary of the
Institution.

(6) Operating rules—(i) Bad debt re-
serves. For purposes of paragraphs
(c)(2), (c)(3) and (c)(4) of this section,
the adjusted bases of an Institution’s
assets are reduced by the amount of
the Institution’s reserves for bad debts
under section 585 or 593, other than
supplemental reserves under section
593.

(ii) Aggregation of Consolidated Sub-
sidiaries. For purposes of this paragraph
(c), an Institution is treated as a single
entity that includes the income, ex-
penses, assets, liabilities, and at-
tributes of its Consolidated Subsidi-
aries, with appropriate adjustments to
prevent duplication.

(iii) Alternative minimum tax. To com-
pute the alternative minimum taxable
income attributable to FFA of an Insti-
tution for any taxable year under sec-
tion 55, the rules of this section, and
related rules, are applied by using al-
ternative minimum tax basis, deduc-
tions, and all other items required to
be taken into account. All other alter-
native minimum tax provisions con-
tinue to apply.

(7) Earnings and profits. FFA that is
not currently included in income under
this paragraph (c) is included in earn-
ings and profits for all purposes of the
Internal Revenue Code to the extent
and at the time it is included in income
under this paragraph (c).

(d) Transfers of money or property to
Agency, and property subject to a Loss
Guarantee—(1) Transfers of property to
Agency. The transfer of property to
Agency or a Controlled Entity is a tax-
able sale or exchange in which the In-
stitution is treated as realizing an
amount equal to—

(i) The property’s fair market value;
or

(ii) For property subject to a Loss
Guarantee, the greater of the prop-
erty’s fair market value or the guaran-
teed value or price at which the prop-
erty can be put at the time of transfer.

(2) FFA with respect to property covered
by a Loss Guarantee other than on trans-
fer to Agency. (i) FFA provided pursu-
ant to a Loss Guarantee with respect
to covered property is included in the
amount realized with respect to the
property to the extent the total
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amount realized does not exceed the
greater of—

(A) The property’s fair market value;
or

(B) The guaranteed value or price at
which the property can be put at the
time of transfer.

(ii) For the purposes of this para-
graph (d)(2), references to an amount
realized include amounts obtained in
whole or partial satisfaction of loans,
amounts obtained by virtue of charging
off or marking to market covered prop-
erty, and other amounts similarly re-
lated to property, whether or not dis-
posed of.

(3) Treatment of FFA received in ex-
change for property. FFA included in
the amount realized for property under
this paragraph (d) is not includible in
income under paragraph (a)(1) of this
section. The amount realized is treated
in the same manner as if realized from
a person other than Agency or a Con-
trolled Entity. For example, gain at-
tributable to FFA received with re-
spect to a capital asset retains its
character as capital gain. Similarly,
FFA received with respect to property
that has been charged off for income
tax purposes is treated as a recovery to
the extent of the amount previously
charged off. Any FFA provided in ex-
cess of the amount realized under this
paragraph (d) is includible in income
under paragraph (a)(1) of this section.

(4) Adjustment to FFA—(i) In general.
If an Institution pays or transfers
money or property to Agency or a Con-
trolled Entity, the amount of money
and fair market value of the property
is an adjustment to its FFA to the ex-
tent the amount paid and transferred
exceeds the amount of money and fair
market value of property Agency or a
Controlled Entity provides in ex-
change.

(ii) Deposit insurance. This paragraph
(d)(4) does not apply to amounts paid
to Agency with respect to deposit in-
surance.

(iii) Treatment of an interest held by
Agency or a Controlled Entity—(A) In
general. For purposes of this paragraph
(d), an interest described in § 1.597–3(b)
is not treated as property when trans-
ferred by the issuer to Agency or a
Controlled Entity nor when acquired

from Agency or a Controlled Entity by
the issuer.

(B) Dispositions to persons other than
issuer. On the date Agency or a Con-
trolled Entity transfers an interest de-
scribed in § 1.597–3(b) to a holder other
than the issuer, Agency or a Controlled
Entity, the issuer is treated for pur-
poses of this paragraph (d)(4) as having
transferred to Agency an amount of
money equal to the sum of the amount
of money and the fair market value of
property that was paid by the new
holder as consideration for the inter-
est.

(iv) Consolidated groups. For purposes
of this paragraph (d), an Institution
will be treated as having made any
transfer to Agency or a Controlled En-
tity that was made by any other mem-
ber of its consolidated group. The con-
solidated group must make appropriate
investment basis adjustments to the
extent the member transferring money
or other property is not the member
that received FFA.

(5) Manner of making adjustments to
FFA—(i) Reduction of FFA and deferred
FFA. An Institution adjusts its FFA
under paragraph (d)(4) of this section
by reducing in the following order and
in an aggregate amount not greater
than the adjustment—

(A) The amount of any FFA that is
otherwise includible in income for the
taxable year (before application of
paragraph (c) of this section); and

(B) The balance (but not below zero)
in the deferred FFA account, if any,
maintained under paragraph (c)(4) of
this section.

(ii) Deduction of excess amounts. If the
amount of the adjustment exceeds the
sum of the amounts described in para-
graph (d)(5)(i) of this section, the Insti-
tution may deduct the excess to the ex-
tent the deduction does not exceed the
amount of FFA included in income for
prior taxable years reduced by the
amount of deductions allowable under
this paragraph (d)(5)(ii) in prior taxable
years.

(iii) Additional adjustments. Any ad-
justment to FFA in excess of the sum
of the amounts described in paragraphs
(d)(5)(i) and (ii) of this section is treat-
ed—
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(A) By an Institution other than a
New Entity or Acquiring, as a deduc-
tion of the amount in excess of FFA re-
ceived that is required to be trans-
ferred to Agency under section 11(g) of
the Federal Deposit Insurance Act (12
U.S.C. 1821(g)); or

(B) By a New Entity or Acquiring, as
an adjustment to the purchase price
paid in the Taxable Transfer (see
§ 1.338–7).

(e) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. Timing of inclusion of FFA in in-
come. (i) Institution M, a calendar year tax-
payer without Continuing Equity because it
is in Agency receivership, is not a member of
a consolidated group and has not been ac-
quired in a Taxable Transfer. On January 1,
1997, M has assets with a total adjusted basis
of $100 million and total liabilities of $120
million. M’s deductions do not exceed its
gross income (determined without regard to
FFA) for 1997. Agency provides $30 million of
FFA to M in 1997. The amount of this FFA
that M must include in income in 1997 is lim-
ited by § 1.597–2(c)(2) to $20 million, the
amount by which M’s liabilities ($120 mil-
lion) exceed the total adjusted basis of its as-
sets ($100 million) at the beginning of the
taxable year. Pursuant to § 1.597–2(c)(4)(i), M
must establish a deferred FFA account for
the remaining $10 million.

(ii) If Agency instead lends M the $30 mil-
lion, M’s indebtedness to Agency is dis-
regarded and the results are the same as in
paragraph (i) of this Example 1. Section
597(c); §§ 1.597–1(b) (defining FFA) and 1.597–
3(b).

Example 2. Transfer of property to Agency. (i)
Institution M, a calendar year taxpayer
without Continuing Equity because it is in
Agency receivership, is not a member of a
consolidated group and has not been ac-
quired in a Taxable Transfer. At the begin-
ning of 1998, M’s remaining equity is $0 and
M has a deferred FFA account of $10 million.
Agency does not provide any FFA to M in
1998. During the year, M transfers property
not covered by a Loss Guarantee to Agency
and does not receive any consideration. The
property has an adjusted basis of $5 million
and a fair market value of $1 million at the
time of the transfer. M has no other taxable
income or loss in 1998.

(ii) Under § 1.597–2(d)(1), M is treated as
selling the property for $1 million, its fair
market value, thus recognizing a $4 million
loss ($5 million–$1 million). In addition, be-
cause M did not receive any consideration
from Agency, under § 1.597–2(d)(4) M has an
adjustment to FFA of $1 million, the amount
by which the fair market value of the trans-

ferred property ($1 million) exceeds the con-
sideration M received from Agency ($0). Be-
cause no FFA is provided to M in 1998, this
adjustment reduces the balance of M’s de-
ferred FFA account to $9 million ($10 mil-
lion–$1 million). Section 1.597–2(d)(5)(i)(B).
Because M’s $4 million loss causes M’s deduc-
tions to exceed its gross income by $4 million
in 1998 and M has no remaining equity, under
§ 1.597–2(c)(4)(iii)(A) M must include $4 mil-
lion of deferred FFA in income, and must de-
crease the remaining $9 million balance of
its deferred FFA account by the same
amount, leaving a balance of $5 million.

Example 3. Loss Guarantee. Institution Q, a
calendar year taxpayer, sells an asset cov-
ered by a Loss Guarantee to an unrelated
third party for $4,000. Q’s adjusted basis in
the asset at the time of sale and the asset’s
guaranteed value are both $10,000. Pursuant
to the Loss Guarantee, Agency pays Q $6,000
($10,000–$4,000). Q’s amount realized from the
sale of the asset is $10,000 ($4,000 from the
third party and $6,000 from Agency). Section
1.597–2(d)(2). Q realizes no gain or loss on the
sale ($10,000–$10,000 = $0), and therefore in-
cludes none of the $6,000 of FFA it receives
pursuant to the Loss Guarantee in income.
Section 1.597–2(d)(3).

[T.D. 8641, 60 FR 66095, Dec. 21, 1995; 61 FR
12135, Mar. 25, 1996, as amended by T.D. 8677,
61 FR 33322, June 27, 1996; T.D. 8823, 64 FR
36099, July 2, 1999; T.D. 8858, 65 FR 1237, Jan.
7, 2000; T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.597–3 Other rules.

(a) Ownership of assets. For all income
tax purposes, an Institution is treated
as the owner of all assets covered by a
Loss Guarantee, yield maintenance
agreement, or cost to carry or cost of
funds reimbursement agreement, re-
gardless of whether Agency (or a Con-
trolled Entity) otherwise would be
treated as the owner under general
principles of income taxation.

(b) Debt and equity interests received by
Agency. Debt instruments, stock, war-
rants, or other rights to acquire stock
of an Institution (or any of its affili-
ates) that Agency or a Controlled Enti-
ty receives in connection with a trans-
action in which FFA is provided are
not treated as debt, stock or other eq-
uity interests of or in the issuer for
any purpose of the Internal Revenue
Code while held by Agency or a Con-
trolled Entity. On the date Agency or a
Controlled Entity transfers an interest
described in this paragraph (b) to a
holder other than Agency or a Con-
trolled Entity, the interest is treated
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as having been newly issued by the
issuer to the holder with an issue price
equal to the sum of the amount of
money and the fair market value of
property paid by the new holder in ex-
change for the interest.

(c) Agency Obligations—(1) In general.
Except as otherwise provided in this
paragraph (c), the original issue dis-
count rules of sections 1271 et seq. apply
to Agency Obligations.

(2) Issue price of Agency Obligations
provided as Net Worth Assistance. The
issue price of an Agency Obligation
that is provided as Net Worth Assist-
ance and that bears interest at either a
single fixed rate or a qualified floating
rate (and provides for no contingent
payments) is the lesser of the sum of
the present values of all payments due
under the obligation, discounted at a
rate equal to the applicable Federal
rate (within the meaning of section
1274(d) (1) and (3)) in effect for the date
of issuance, or the stated principal
amount of the obligation. The issue
price of an Agency Obligation that
bears a qualified floating rate of inter-
est (within the meaning of § 1.1275–5(b))
is determined by treating the obliga-
tion as bearing a fixed rate of interest
equal to the rate in effect on the date
of issuance under the obligation.

(3) Adjustments to principal amount.
Except as provided in § 1.597–5(d)(2)(iv),
this paragraph (c)(3) applies if Agency
modifies or exchanges an Agency Obli-
gation provided as Net Worth Assist-
ance (or a successor obligation). The
issue price of the modified or new
Agency Obligation is determined under
paragraphs (c) (1) and (2) of this sec-
tion. If the issue price is greater than
the adjusted issue price of the existing
Agency Obligation, the difference is
treated as FFA. If the issue price is
less than the adjusted issue price of the
existing Agency Obligation, the dif-
ference is treated as an adjustment to
FFA under § 1.597–2(d)(4).

(d) Successors. To the extent nec-
essary to effectuate the purposes of the
regulations under section 597, an enti-
ty’s treatment under the regulations
applies to its successor. A successor in-
cludes a transferee in a transaction to
which section 381(a) applies or a Bridge
Bank to which another Bridge Bank
transfers deposit liabilities.

(e) Loss disallowance. For purposes of
§ 1.1502–20, FFA and the amount de-
scribed in § 1.597–4(g)(3) are treated as
an extraordinary gain disposition with-
in the meaning of § 1.1502–20(c)(2)(i) and
a Taxable Transfer is treated as an ap-
plicable asset acquisition under section
1060(c) within the meaning of § 1.1502–
20(c)(2)(i)(A)(4).

(f) Losses and deductions with respect
to covered assets. Prior to the disposi-
tion of an asset covered by a Loss
Guarantee, the asset cannot be charged
off, marked to a market value, depre-
ciated, amortized, or otherwise treated
in a manner that supposes an actual or
possible diminution of value below the
greater of the asset’s highest guaran-
teed value or the highest price at
which the asset can be put.

(g) Anti-abuse rule. The regulations
under section 597 must be applied in a
manner consistent with the purposes of
section 597. Accordingly, if, in struc-
turing or engaging in any transaction,
a principal purpose is to achieve a tax
result that is inconsistent with the
purposes of section 597 and the regula-
tions thereunder, the Commissioner
can make appropriate adjustments to
income, deductions and other items
that would be consistent with those
purposes.

[T.D. 8641, 60 FR 66097, Dec. 21, 1995]

§ 1.597–4 Bridge Banks and Agency
Control.

(a) Scope. This section provides rules
that apply to a Bridge Bank or other
Institution under Agency Control and to
transactions in which an Institution
transfers deposit liabilities (whether or
not the Institution also transfers as-
sets) to a Bridge Bank.

(b) Status as taxpayer. A Bridge Bank
or other Institution under Agency Con-
trol is a corporation within the mean-
ing of section 7701(a)(3) for all purposes
of the Internal Revenue Code and is
subject to all Internal Revenue Code
provisions that generally apply to cor-
porations, including those relating to
methods of accounting and to require-
ments for filing returns, even if Agency
owns stock of the Institution.

(c) No section 382 ownership change.
The imposition of Agency Control, the
cancellation of Institution stock by
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Agency, a transaction in which an In-
stitution transfers deposit liabilities to
a Bridge Bank, and an election under
paragraph (g) of this section are dis-
regarded in determining whether an
ownership change has occurred within
the meaning of section 382(g).

(d) Transfers to Bridge Banks—(1) In
general. Except as otherwise provided
in paragraph (g) of this section, the
rules of this paragraph (d) apply to
transfers to Bridge Banks. In general, a
Bridge Bank and its associated Resid-
ual Entity are together treated as the
successor entity to the transferring In-
stitution. If an Institution transfers
deposit liabilities to a Bridge Bank
(whether or not it also transfers as-
sets), the Institution recognizes no
gain or loss on the transfer and the
Bridge Bank succeeds to the transfer-
ring Institution’s basis in any trans-
ferred assets. The associated Residual
Entity retains its basis in any assets it
continues to hold. Immediately after
the transfer, the Bridge Bank succeeds
to and takes into account the transfer-
ring Institution’s items described in
section 381(c) (subject to the conditions
and limitations specified in section
381(c)), taxpayer identification number
(‘‘TIN’’), deferred FFA account, and ac-
count receivable for future FFA as de-
scribed in paragraph (g)(4)(ii) of this
section. The Bridge Bank also succeeds
to and continues the transferring Insti-
tution’s taxable year.

(2) Transfers to a Bridge Bank from
multiple Institutions. If two or more In-
stitutions transfer deposit liabilities to
the same Bridge Bank, the rules in
paragraph (d)(1) of this section are
modified to the extent provided in this
paragraph (d)(2). The Bridge Bank suc-
ceeds to the TIN and continues the tax-
able year of the Institution that trans-
fers the largest amount of deposits.
The taxable years of the other transfer-
ring Institutions close at the time of
the transfer. If all the transferor Insti-
tutions are members of the same con-
solidated group, the Bridge Bank’s
carryback of losses to the Institution
that transfers the largest amount of
deposits is not limited by section
381(b)(3). The limitations of section
381(b)(3) do apply to the Bridge Bank’s
carrybacks of losses to all other trans-
feror Institutions. If the transferor In-

stitutions are not all members of the
same consolidated group, the limita-
tions of section 381(b)(3) apply with re-
spect to all transferor Institutions. See
paragraph (g)(6)(ii) of this section for
additional rules that apply if two or
more Institutions that are not mem-
bers of the same consolidated group
transfer deposit liabilities to the same
Bridge Bank.

(e) Treatment of Bridge Bank and Re-
sidual Entity as a single entity. A Bridge
Bank and its associated Residual Enti-
ty or Entities are treated as a single
entity for income tax purposes and
must file a single combined income tax
return. The Bridge Bank is responsible
for filing all income tax returns and
statements for this single entity and is
the agent of each associated Residual
Entity to the same extent as if the
Bridge Bank were the common parent
of a consolidated group including the
Residual Entity. The term Institution
includes a Residual Entity that files a
combined return with its associated
Bridge Bank.

(f) Rules applicable to members of con-
solidated groups—(1) Status as members.
Unless an election is made under para-
graph (g) of this section, Agency Con-
trol of an Institution does not termi-
nate the Institution’s membership in a
consolidated group. Stock of a sub-
sidiary that is canceled by Agency is
treated as held by the members of the
consolidated group that held the stock
prior to its cancellation. If an Institu-
tion is a member of a consolidated
group immediately before it transfers
deposit liabilities to a Bridge Bank,
the Bridge Bank succeeds to the Insti-
tution’s status as the common parent
or, unless an election is made under
paragraph (g) of this section, as a sub-
sidiary of the group. If a Bridge Bank
succeeds to an Institution’s status as a
subsidiary, its stock is treated as held
by the shareholders of the transferring
Institution, and the stock basis or ex-
cess loss account of the Institution car-
ries over to the Bridge Bank. A Bridge
Bank is treated as owning stock owned
by its associated Residual Entities, in-
cluding for purposes of determining
membership in an affiliated group.

(2) No 30-day election to be excluded
from consolidated group. Neither an In-
stitution nor any of its Consolidated
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Subsidiaries may be excluded from a
consolidated group for a taxable year
under § 1.1502–76(b)(5)(ii), as contained
in 26 CFR part 1 edition revised April 1,
1994, if the Institution is under Agency
Control at any time during the year.

(3) Coordination with consolidated re-
turn regulations. The provisions of the
regulations under section 597 take
precedence over conflicting provisions
in the regulations under section 1502.

(g) Elective disaffiliation—(1) In gen-
eral. A consolidated group of which an
Institution is a subsidiary may elect ir-
revocably not to include the Institu-
tion in its affiliated group if the Insti-
tution is placed in Agency receivership
(whether or not assets or deposit liabil-
ities of the Institution are transferred
to a Bridge Bank). See paragraph (g)(6)
of this section for circumstances under
which a consolidated group is deemed
to make this election.

(2) Consequences of election. If the
election under this paragraph (g) is
made with respect to an Institution,
the following consequences occur im-
mediately before the subsidiary Insti-
tution to which the election applies is
placed in Agency receivership (or, in
the case of a deemed election under
paragraph (g)(6) of this section, imme-
diately before the consolidated group is
deemed to make the election) and in
the following order—

(i) All adjustments of the Institution
and its Consolidated Subsidiaries under
section 481 are accelerated;

(ii) Deferred intercompany gains and
losses with respect to the Institution
and its Consolidated Subsidiaries are
taken into account and the Institution
and its Consolidated Subsidiaries take
into account any other items required
under the regulations under section
1502 for members that become non-
members within the meaning of
§ 1.1502–32(d)(4);

(iii) The taxable year of the Institu-
tion and its Consolidated Subsidiaries
closes and the Institution includes the
amount described in paragraph (g)(3) of
this section in income as ordinary in-
come as its last item for that taxable
year;

(iv) The members of the consolidated
group owning the common stock of the
Institution include in income any ex-
cess loss account with respect to the

Institution’s stock under § 1.1502–19 and
any other items required under the reg-
ulations under section 1502 for mem-
bers that own stock of corporations
that become nonmembers within the
meaning of § 1.1502–32(d)(4); and

(v) If the Institution’s liabilities ex-
ceed the aggregate fair market value of
its assets on the date the Institution is
placed in Agency receivership (or, in
the case of a deemed election under
paragraph (g)(6) of this section, on the
date the consolidated group is deemed
to make the election), the members of
the consolidated group treat their
stock in the Institution as worthless.
(See §§ 1.337(d)-1 and 1.1502–20 for poten-
tial limitations on the group’s worth-
less stock deduction.) In all other
cases, the consolidated group will be
treated as owning stock of a non-
member corporation until such stock is
disposed of or becomes worthless under
rules otherwise applicable.

(3) Toll charge. The amount described
in this paragraph (g)(3) is the excess of
the Institution’s liabilities over the ad-
justed bases of its assets immediately
before the Institution is placed in
Agency receivership (or, in the case of
a deemed election under paragraph
(g)(6) of this section, immediately be-
fore the consolidated group is deemed
to make the election). In computing
this amount, the adjusted bases of an
Institution’s assets are reduced by the
amount of the Institution’s reserves for
bad debts under section 585 or 593,
other than supplemental reserves
under section 593. For purposes of this
paragraph (g)(3), an Institution is
treated as a single entity that includes
the assets and liabilities of its Consoli-
dated Subsidiaries, with appropriate
adjustments to prevent duplication.
The amount described in this para-
graph (g)(3) for alternative minimum
tax purposes is determined using alter-
native minimum tax basis, deductions,
and all other items required to be
taken into account. In computing the
increase in the group’s taxable income
or alternative minimum taxable in-
come, sections 56(d)(1), 382 and 383 and
§§ 1.1502–15, 1.1502–21 and 1.1502–22 (or
§§ 1.1502–15A, 1.1502–21A and 1.1502–22A,
as appropriate) do not limit the use of
the attributes of the Institution and its
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Consolidated Subsidiaries to the ex-
tent, if any, that the inclusion of the
amount described in this paragraph
(g)(3) in income would result in the
group having taxable income or alter-
native minimum taxable income (de-
termined without regard to this sen-
tence) for the taxable year. The pre-
ceding sentence does not apply to any
limitation under section 382 or 383 or
§ 1.1502–15, 1.1502–21, or 1.1502–22 (or
§ 1.1502–15A, 1.1502–21A, or 1.1502–22A, as
appropriate) that arose in connection
with or prior to a corporation becom-
ing a Consolidated Subsidiary of the
Institution.

(4) Treatment of Institutions after dis-
affiliation—(i) In general. If the elec-
tion under this paragraph (g) is made
with respect to an Institution, imme-
diately after the Institution is placed
in Agency receivership (or, in the case
of a deemed election under paragraph
(g)(6) of this section, immediately after
the consolidated group is deemed to
make the election), the Institution and
each of its Consolidated Subsidiaries
are treated for income tax purposes as
new corporations that are not members
of the electing group’s affiliated group.
Each new corporation retains the TIN
of the corresponding disaffiliated cor-
poration and is treated as having re-
ceived the assets and liabilities of the
corresponding disaffiliated corporation
in a transaction to which section 351
applies (and in which no gain was rec-
ognized under section 357(c) or other-
wise). Thus, the new corporation has no
net operating or capital loss
carryforwards. An election under this
paragraph (g) does not terminate the
single entity treatment of a Bridge
Bank and its Residual Entities pro-
vided in paragraph (e) of this section.

(ii) FFA. A new Institution is treated
as having a non-interest bearing, non-
transferable account receivable for fu-
ture FFA with a basis equal to the
amount described in paragraph (g)(3) of
this section. If a disaffiliated Institu-
tion has a deferred FFA account at the
time of its disaffiliation, the cor-
responding new Institution succeeds to
and takes into account that deferred
FFA account.

(iii) Filing of consolidated returns. If a
disaffiliated Institution has Consoli-
dated Subsidiaries at the time of its

disaffiliation, the corresponding new
Institution is required to file a consoli-
dated income tax return with the sub-
sidiaries in accordance with the regula-
tions under section 1502.

(iv) Status as Institution. If an Institu-
tion is disaffiliated under this para-
graph (g), the resulting new corpora-
tion is treated as an Institution for
purposes of the regulations under sec-
tion 597 regardless of whether it is a
bank or domestic building and loan as-
sociation within the meaning of sec-
tion 597.

(v) Loss carrybacks. To the extent a
carryback of losses would result in a
refund being paid to a fiduciary under
section 6402(i), an Institution or Con-
solidated Subsidiary with respect to
which an election under this paragraph
(g) (other than under paragraph
(g)(6)(ii) of this section) applies is al-
lowed to carry back losses as if the In-
stitution or Consolidated Subsidiary
had continued to be a member of the
consolidated group that made the elec-
tion.

(5) Affirmative election—(i) Original In-
stitution—(A) Manner of making elec-
tion. Except as otherwise provided in
paragraph (g)(6) of this section, a con-
solidated group makes the election
provided by this paragraph (g) by send-
ing a written statement by certified
mail to the affected Institution on or
before the later of 120 days after its
placement in Agency receivership or
May 31, 1996. The statement must con-
tain the following legend at the top of
the page: ‘‘THIS IS AN ELECTION
UNDER § 1.597–4(g) TO EXCLUDE THE
BELOW-REFERENCED INSTITUTION
AND CONSOLIDATED SUBSIDIARIES
FROM THE AFFILIATED GROUP,’’
and must include the names and tax-
payer identification numbers of the
common parent and of the Institution
and Consolidated Subsidiaries to which
the election applies, and the date on
which the Institution was placed in
Agency receivership. The consolidated
group must send a similar statement to
all subsidiary Institutions placed in
Agency receivership during the consist-
ency period described in paragraph
(g)(5)(ii) of this section. (Failure to sat-
isfy the requirement in the preceding
sentence, however, does not invalidate

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00374 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



375

Internal Revenue Service, Treasury § 1.597–4

the election with respect to any sub-
sidiary Institution placed in Agency re-
ceivership during the consistency pe-
riod described in paragraph (g)(5)(ii) of
this section.) The consolidated group
must include a copy of any election
statement and accompanying certified
mail receipt as part of its first income
tax return filed after the due date
under this paragraph (g)(5) for such
statement. A statement must be at-
tached to this return indicating that
the individual who signed the election
was authorized to do so on behalf of the
consolidated group. Agency cannot
make this election under the authority
of section 6402(i) or otherwise.

(B) Consistency limitation on affirma-
tive elections. A consolidated group may
make an affirmative election under
this paragraph (g)(5) with respect to a
subsidiary Institution placed in Agency
receivership only if the group made, or
is deemed to have made, the election
under this paragraph (g) with respect
to every subsidiary Institution of the
group placed in Agency receivership on
or after May 10, 1989 and within five
years preceding the date the subject In-
stitution was placed in Agency receiv-
ership.

(ii) Effect on Institutions placed in re-
ceivership simultaneously or subse-
quently. An election under this para-
graph (g), other than under paragraph
(g)(6)(ii) of this section, applies to the
Institution with respect to which the
election is made or deemed made (the
original Institution) and each sub-
sidiary Institution of the group placed
in Agency receivership or
deconsolidated in contemplation of
Agency Control or the receipt of FFA
simultaneously with the original Insti-
tution or within five years thereafter.

(6) Deemed Election—(i)
Deconsolidations in contemplation. If one
or more members of a consolidated
group deconsolidate (within the mean-
ing of § 1.1502–19(c)(1)(ii)(B)) a sub-
sidiary Institution in contemplation of
Agency Control or the receipt of FFA,
the consolidated group is deemed to
make the election described in this
paragraph (g) with respect to the Insti-
tution on the date the deconsolidation
occurs. A subsidiary Institution is con-
clusively presumed to have been
deconsolidated in contemplation of

Agency Control or the receipt of FFA if
either event occurs within six months
after the deconsolidation.

(ii) Transfers to a Bridge Bank from
multiple groups. On the day an Institu-
tion’s transfer of deposit liabilities to a
Bridge Bank results in the Bridge Bank
holding deposit liabilities from both a
subsidiary Institution and an Institu-
tion not included in the subsidiary In-
stitution’s consolidated group, each
consolidated group of which a transfer-
ring Institution or the Bridge Bank is
a subsidiary is deemed to make the
election described in this paragraph (g)
with respect to its subsidiary Institu-
tion. If deposit liabilities of another In-
stitution that is a subsidiary member
of any consolidated group subsequently
are transferred to the Bridge Bank, the
consolidated group of which the Insti-
tution is a subsidiary is deemed to
make the election described in this
paragraph (g) with respect to that In-
stitution at the time of the subsequent
transfer.

(h) Examples. The following examples
illustrate the provisions of this sec-
tion:

Facts. Corporation X, the common parent
of a consolidated group, owns all the stock
(with a basis of $4 million) of Institution M,
an insolvent Institution with no Consoli-
dated Subsidiaries. At the close of business
on April 30, 1996, M has $4 million of deposit
liabilities, $1 million of other liabilities, and
assets with an adjusted basis of $4 million
and a fair market value of $3 million.

Example 1. Effect of receivership on consolida-
tion. On May 1, 1996, Agency places M in re-
ceivership and begins liquidating M. X does
not make an election under § 1.597–4(g). M re-
mains a member of the X consolidated group
after May 1, 1996. Section 1.597–4(f)(1).

Example 2. Effect of Bridge Bank on consoli-
dation—(i) Additional facts. On May 1, 1996,
Agency places M in receivership and causes
M to transfer all of its assets and deposit li-
abilities to Bridge Bank MB.

(ii) Consequences without an election to dis-
affiliate. M recognizes no gain or loss from
the transfer and MB succeeds to M’s basis in
the transferred assets, M’s items described in
section 381(c) (subject to the conditions and
limitations specified in section 381(c)) and
TIN. Section 1.597–4(d)(1). (If M had a de-
ferred FFA account, MB would also succeed
to that account. Section 1.597–4(d)(1).) MB
continues M’s taxable year and succeeds to
M’s status as a member of the X consolidated
group after May 1, 1996. Section 1.597–4 (d)(1)
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and (f). MB and M are treated as a single en-
tity for income tax purposes. Section 1.597–
4(e).

(iii) Consequences with an election to dis-
affiliate. If, on July 1, 1996, X makes an elec-
tion under § 1.597–4(g) with respect to M, the
following consequences are treated as occur-
ring immediately before M was placed in
Agency receivership. M must include $1 mil-
lion ($5 million of liabilities—$4 million of
adjusted basis) in income as of May 1, 1996.
Section 1.597–4(g) (2) and (3). M is then treat-
ed as a new corporation that is not a member
of the X consolidated group and that has as-
sets (including a $1 million account receiv-
able for future FFA) with a basis of $5 mil-
lion and $5 million of liabilities received
from disaffiliated corporation M in a section
351 transaction. New corporation M retains
the TIN of disaffiliated corporation M. Sec-
tion 1.597–4(g)(4). Immediately after the dis-
affiliation, new corporation M is treated as
transferring its assets and deposit liabilities
to Bridge Bank MB. New corporation M rec-
ognizes no gain or loss from the transfer and
MB succeeds to M’s TIN and taxable year.
Section 1.597–4(d)(1). Bridge Bank MB is
treated as a single entity that includes M
and has $5 million of liabilities, an account
receivable for future FFA with a basis of $1
million, and other assets with a basis of $4
million. Section 1.597–4(d)(1).

[T.D. 8641, 60 FR 66098, Dec. 21, 1995, as
amended by T.D. 8677, 61 FR 33322, 33323, June
27, 1996; T.D. 8823, 64 FR 36099, July 2, 1999]

§ 1.597–5 Taxable Transfers.
(a) Taxable Transfers—(1) Defined. The

term Taxable Transfer means—
(i) A transaction in which an entity

transfers to a transferee other than a
Bridge Bank—

(A) Any deposit liability (whether or
not the Institution also transfers as-
sets), if FFA is provided in connection
with the transaction; or

(B) Any asset for which Agency or a
Controlled Entity has any financial ob-
ligation (e.g., pursuant to a Loss Guar-
antee or Agency Obligation); or

(ii) A deemed transfer of assets de-
scribed in paragraph (b) of this section.

(2) Scope. This section provides rules
governing Taxable Transfers. Rules ap-
plicable to both actual and deemed
asset acquisitions are provided in para-
graphs (c) and (d) of this section. Spe-
cial rules applicable only to deemed
asset acquisitions are provided in para-
graph (e) of this section.

(b) Deemed asset acquisitions upon
stock purchase—(1) In general. In a
deemed transfer of assets under this

paragraph (b), an Institution (including
a Bridge Bank or a Residual Entity) or
a Consolidated Subsidiary of the Insti-
tution (the Old Entity) is treated as
selling all of its assets in a single
transaction and is treated as a new cor-
poration (the New Entity) that pur-
chases all of the Old Entity’s assets at
the close of the day immediately pre-
ceding the occurrence of an event de-
scribed in paragraph (b)(2) of this sec-
tion. However, such an event results in
a deemed transfer of assets under this
paragraph (b) only if it occurs—

(i) In connection with a transaction
in which FFA is provided;

(ii) While the Old Entity is a Bridge
Bank;

(iii) While the Old Entity has a posi-
tive balance in a deferred FFA account
(see § 1.597–2(c)(4)(v) regarding the op-
tional accelerated recapture of deferred
FFA); or

(iv) With respect to a Consolidated
Subsidiary, while the Institution of
which it is a Consolidated Subsidiary is
under Agency Control.

(2) Events. A deemed transfer of as-
sets under this paragraph (b) results if
the Old Entity—

(i) Becomes a non-member within the
meaning of § 1.1502–32(d)(4) of its con-
solidated group (other than pursuant
to an election under § 1.597–4(g));

(ii) Becomes a member of an affili-
ated group of which it was not pre-
viously a member (other than pursuant
to an election under § 1.597–4(g)); or

(iii) Issues stock such that the stock
that was outstanding before the impo-
sition of Agency Control or the occur-
rence of any transaction in connection
with the provision of FFA represents 50
percent or less of the vote or value of
its outstanding stock (disregarding
stock described in section 1504(a)(4) and
stock owned by Agency or a Controlled
Entity).

(3) Bridge Banks and Residual Entities.
If a Bridge Bank is treated as selling
all of its assets to a New Entity under
this paragraph (b), each associated Re-
sidual Entity is treated as simulta-
neously selling its assets to a New En-
tity in a Taxable Transfer described in
this paragraph (b).

(c) Treatment of transferor—(1) FFA in
connection with a Taxable Transfer. A
transferor in a Taxable Transfer is
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treated as having directly received im-
mediately before a Taxable Transfer
any Net Worth Assistance that Agency
provides to the New Entity or Acquir-
ing in connection with the transfer.
(See § 1.597–2 (a) and (c) for rules re-
garding the inclusion of FFA in income
and § 1.597–2(a)(1) for related rules re-
garding FFA provided to shareholders.)
The Net Worth Assistance is treated as
an asset of the transferor that is sold
to the New Entity or Acquiring in the
Taxable Transfer.

(2) Amount realized in a Taxable Trans-
fer. In a Taxable Transfer described in
paragraph (a)(1)(i) of this section, the
amount realized is determined under
section 1001(b) by reference to the con-
sideration paid for the assets. In a Tax-
able Transfer described in paragraph
(a)(1)(ii) of this section, the amount re-
alized is the sum of the grossed-up
basis of the stock acquired in connec-
tion with the Taxable Transfer (exclud-
ing stock acquired from the Old or New
Entity), plus the amount of liabilities
assumed or taken subject to in the
deemed transfer, plus other relevant
items. The grossed-up basis of the ac-
quired stock equals the acquirors’ basis
in the acquired stock divided by the
percentage of the Old Entity’s stock
(by value) attributable to the acquired
stock.

(3) Allocation of amount realized—(i) In
general. The amount realized under
paragraph (c)(2) of this section is allo-
cated among the assets transferred in
the Taxable Transfer in the same man-
ner as amounts are allocated among as-
sets under § 1.338–6(b), (c)(1) and (2).

(ii) Modifications to general rule. This
paragraph (c)(3)(ii) modifies certain of
the allocation rules of paragraph
(c)(3)(i) of this section. Agency Obliga-
tions and assets covered by Loss Guar-
antees in the hands of the New Entity
or Acquiring are treated as Class II as-
sets. Stock of a Consolidated Sub-
sidiary is treated as a Class II asset to
the extent the fair market value of the
Consolidated Subsidiary’s Class I and
Class II assets exceeds the amount of
its liabilities. The fair market value of
an Agency Obligation is deemed to
equal its adjusted issue price imme-
diately before the Taxable Transfer.
The fair market value of an asset cov-
ered by a Loss Guarantee immediately

after the Taxable Transfer is deemed to
be not less than the greater of the as-
set’s highest guaranteed value or the
highest price at which the asset can be
put.

(d) Treatment of a New Entity and Ac-
quiring—(1) Purchase price. The pur-
chase price for assets acquired in a
Taxable Transfer described in para-
graph (a)(1)(i) of this section is the cost
of the assets acquired. See § 1.1060–
1T(c)(1). The purchase price for assets
acquired in a Taxable Transfer de-
scribed in paragraph (a)(1)(ii) of this
section is the sum of the grossed-up
basis of the stock acquired in connec-
tion with the Taxable Transfer (exclud-
ing stock acquired from the Old or New
Entity), plus the amount of liabilities
assumed or taken subject to in the
deemed transfer, plus other relevant
items. The grossed-up basis of the ac-
quired stock equals the acquirors’ basis
in the acquired stock divided by the
percentage of the Old Entity’s stock
(by value) attributable to the acquired
stock. FFA provided in connection
with a Taxable Transfer is not included
in the New Entity’s or Acquiring’s pur-
chase price for the acquired assets. Any
Net Worth Assistance so provided is
treated as an asset of the transferor
sold to the New Entity or Acquiring in
the Taxable Transfer.

(2) Allocation of basis—(i) In general.
Except as otherwise provided in this
paragraph (d)(2), the purchase price de-
termined under paragraph (d)(1) of this
section is allocated among the assets
transferred in the Taxable Transfer in
the same manner as amounts are allo-
cated among assets under § 1.338–6(b),
(c)(1) and (2).

(ii) Modifications to general rule. The
allocation rules contained in paragraph
(c)(3)(ii) of this section apply to the al-
location of basis among assets acquired
in a Taxable Transfer. No basis is allo-
cable to Agency’s agreement to provide
Loss Guarantees, yield maintenance
payments, cost to carry or cost of
funds reimbursement payments, or ex-
pense reimbursement or indemnity
payments. A New Entity’s basis in as-
sets it receives from its shareholders is
determined under general principles of
income taxation and is not governed by
this paragraph (d).
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(iii) Allowance and recapture of addi-
tional basis in certain cases. If the fair
market value of the Class I and Class II
assets acquired in a Taxable Transfer is
greater than the New Entity’s or
Acquiring’s purchase price for the ac-
quired assets, the basis of the Class I
and Class II assets equals their fair
market value. The amount by which
the fair market value of the Class I and
Class II assets exceeds the purchase
price is included ratably as ordinary
income by the New Entity or Acquiring
over a period of six taxable years be-
ginning in the year of the Taxable
Transfer. The New Entity or Acquiring
must include as ordinary income the
entire amount remaining to be recap-
tured under the preceding sentence in
the taxable year in which an event oc-
curs that would accelerate inclusion of
an adjustment under section 481.

(iv) Certain post-transfer adjustments—
(A) Agency Obligations. If an adjust-
ment to the principal amount of an
Agency Obligation or cash payment to
reflect a more accurate determination
of the condition of the Institution at
the time of the Taxable Transfer is
made before the earlier of the date the
New Entity or Acquiring files its first
post-transfer income tax return or the
due date of that return (including ex-
tensions), the New Entity or Acquiring
must adjust its basis in its acquired as-
sets to reflect the adjustment. In mak-
ing adjustments to the New Entity’s or
Acquiring’s basis in its acquired assets,
paragraph (c)(3)(ii) of this section is ap-
plied by treating an adjustment to the
principal amount of an Agency Obliga-
tion pursuant to the first sentence of
this paragraph (d)(2)(iv)(A) as occur-
ring immediately before the Taxable
Transfer. (See § 1.597–3(c)(3) for rules re-
garding other adjustments to the prin-
cipal amount of an Agency Obligation.)

(B) Assets covered by a Loss Guarantee.
If, immediately after a Taxable Trans-
fer, an asset is not covered by a Loss
Guarantee but the New Entity or Ac-
quiring has the right to designate spe-
cific assets that will be covered by a
Loss Guarantee, the New Entity or Ac-
quiring must treat any asset so des-
ignated as having been subject to the
Loss Guarantee at the time of the Tax-
able Transfer. The New Entity or Ac-
quiring must adjust its basis in the

covered assets and in its other acquired
assets to reflect the designation in the
manner provided by paragraph (d)(2) of
this section. The New Entity or Ac-
quiring must make appropriate adjust-
ments in subsequent taxable years if
the designation is made after the New
Entity or Acquiring files its first post-
transfer income tax return or the due
date of that return (including exten-
sions) has passed.

(e) Special rules applicable to Taxable
Transfers that are deemed asset acquisi-
tions—(1) Taxpayer identification num-
bers. Except as provided in paragraph
(e)(3) of this section, a New Entity suc-
ceeds to the TIN of the transferor in a
deemed sale under paragraph (b) of this
section.

(2) Consolidated Subsidiaries—(i) In
general. A Consolidated Subsidiary that
is treated as selling its assets in a Tax-
able Transfer under paragraph (b) of
this section is treated as engaging im-
mediately thereafter in a complete liq-
uidation to which section 332 applies.
The consolidated group of which the
Consolidated Subsidiary is a member
does not take into account gain or loss
on the sale, exchange, or cancellation
of stock of the Consolidated Subsidiary
in connection with the Taxable Trans-
fer.

(ii) Certain minority shareholders.
Shareholders of the Consolidated Sub-
sidiary that are not members of the
consolidated group that includes the
Institution do not recognize gain or
loss with respect to shares of Consoli-
dated Subsidiary stock retained by the
shareholder. The shareholder’s basis
for that stock is not affected by the
Taxable Transfer.

(3) Bridge Banks and Residual Enti-
ties—(i) In general. A Bridge Bank or
Residual Entity’s sale of assets to a
New Entity under paragraph (b) of this
section is treated as made by a single
entity under § 1.597–4(e). The New Enti-
ty deemed to acquire the assets of a
Residual Entity under paragraph (b) of
this section is not treated as a single
entity with the Bridge Bank (or with
the New Entity acquiring the Bridge
Bank’s assets) and must obtain a new
TIN.

(ii) Treatment of consolidated groups.
At the time of a Taxable Transfer de-
scribed in paragraph (a)(1)(ii) of this
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section, treatment of a Bridge Bank as
a subsidiary member of a consolidated
group under § 1.597–4(f)(1) ceases. How-
ever, the New Entity deemed to acquire
the assets of a Residual Entity is a
member of the selling consolidated
group after the deemed sale. The
group’s basis or excess loss account in
the stock of the New Entity that is
deemed to acquire the assets of the Re-
sidual Entity is the group’s basis or ex-
cess loss account in the stock of the
Bridge Bank immediately before the
deemed sale, as adjusted for the results
of the sale.

(4) Certain returns. If an Old Entity
without Continuing Equity is not a
subsidiary of a consolidated group at
the time of the Taxable Transfer, the
controlling Agency must file all in-
come tax returns for the Old Entity for
periods ending on or prior to the date
of the deemed sale described in para-
graph (b) of this section that are not
filed as of that date.

(5) Basis limited to fair market value. If
all of the stock of the corporation is
not acquired on the date of the Taxable
Transfer, the Commissioner may make
appropriate adjustments under para-
graphs (c) and (d) of this section to the
extent using a grossed-up basis of the
stock of a corporation results in an ag-
gregate amount realized for, or basis
in, the assets other than the aggregate
fair market value of the assets.

(f) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. Branch sale resulting in Taxable
Transfer. (i) Institution M is a calendar year
taxpayer in Agency receivership. M is not a
member of a consolidated group. On January
1, 1997, M has $200 million of liabilities (in-
cluding deposit liabilities) and assets with an
adjusted basis of $100 million. M has no in-
come or loss for 1997 and, except as described
below, receives no FFA. On September 30,
1997, Agency causes M to transfer six
branches (with assets having an adjusted
basis of $1 million) together with $120 million
of deposit liabilities to N. In connection with
the transfer, Agency provides $121 million in
cash to N.

(ii) The transaction is a Taxable Transfer
in which M receives $121 million of Net
Worth Assistance. Section 1.597–5(a)(1). (M is
treated as directly receiving the $121 million
of Net Worth Assistance immediately before
the Taxable Transfer. Section 1.597–5(c)(1).)
M transfers branches having a basis of $1

million and is treated as transferring $121
million in cash (the Net Worth Assistance)
to N in exchange for N’s assumption of $120
million of liabilities. Thus, M realizes a loss
of $2 million on the transfer. The amount of
the FFA M must include in its income in 1997
is limited by § 1.597–2(c) to $102 million,
which is the sum of the $100 million excess of
M’s liabilities ($200 million) over the total
adjusted basis of its assets ($100 million) at
the beginning of 1997, plus the $2 million ex-
cess for the taxable year, which results from
the Taxable Transfer, of M’s deductions
(other than carryovers) over its gross income
other than FFA. M must establish a deferred
FFA account for the remaining $19 million of
FFA. Section 1.597–2(c)(4).

(iii) N, as Acquiring, must allocate its $120
million purchase price for the assets ac-
quired from M among those assets. Cash is a
Class I asset. The branch assets are in Class-
es III and IV. N’s adjusted basis in the cash
is its amount, i.e., $121 million. Section
1.597–5(d)(2). Because this amount exceeds
N’s purchase price for all of the acquired as-
sets by $1 million, N allocates no basis to the
other acquired assets and, under § 1.597–
5(d)(2), must recapture the $1 million excess
at an annual rate of $166,667 in the six con-
secutive taxable years beginning with 1997
(subject to acceleration for certain events).

Example 2. Stock issuance by Bridge Bank
causing Taxable Transfer. (i) On April 1, 1996,
Institution P is placed in receivership and
caused to transfer assets and liabilities to
Bridge Bank PB. On August 31, 1996, the as-
sets of PB consist of $20 million in cash,
loans outstanding with an adjusted basis of
$50 million and a fair market value of $40
million, and other non-financial assets (pri-
marily branch assets and equipment) with an
adjusted basis of $5 million. PB has deposit
liabilities of $95 million and other liabilities
of $5 million. P, the Residual Entity, holds
real estate with an adjusted basis of $10 mil-
lion and claims in litigation having a zero
basis. P retains no deposit liabilities and has
no other liabilities (except its liability to
Agency for having caused its deposit liabil-
ities to be satisfied).

(ii) On September 1, 1996, Agency causes
PB to issue 100 percent of its common stock
for $2 million cash to X. On the same day,
Agency issues a $25 million note to PB. The
note bears a fixed rate of interest in excess
of the applicable federal rate in effect for
September 1, 1996. Agency provides Loss
Guarantees guaranteeing PB a value of $50
million for PB’s loans outstanding.

(iii) The stock issuance is a Taxable Trans-
fer in which PB is treated as selling all of its
assets to a new corporation, New PB. Section
1.597–5(b)(1). PB is treated as directly receiv-
ing $25 million of Net Worth Assistance (the
issue price of the Agency Obligation) imme-
diately before the Taxable Transfer. Section
1.597–3(c)(2); § 1.597- 5(c)(1). The amount of
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FFA PB must include in income is deter-
mined under § 1.597–2(a) and (c). PB in turn is
deemed to transfer the note to New PB in
the Taxable Transfer, together with $20 mil-
lion of cash, all its loans outstanding (with a
basis of $50 million) and its other non-finan-
cial assets (with a basis of $5 million). The
amount realized by PB from the sale is $100
million, the amount of PB’s liabilities
deemed to be assumed by New PB. This
amount realized equals PB’s basis in its as-
sets and thus, PB realizes no gain or loss on
the transfer to New PB.

(iv) Residual Entity P also is treated as
selling all its assets (consisting of real estate
and claims in litigation) for $0 (the amount
of consideration received by P) to a new cor-
poration (New P) in a Taxable Transfer. Sec-
tion 1.597–5(b)(3). (P’s only liability is to
Agency and a liability to Agency is not
treated as a debt under § 1.597–3(b).) Thus, P
realizes a $10 million loss on the transfer to
New P. The combined return filed by PB and
P for 1996 will reflect a total loss on the Tax-
able Transfer of $10 million ($0 for PB and $10
million for P). Section 1.597–5(e)(3). That re-
turn also will reflect FFA income from the
Net Worth Assistance, determined under
§ 1.597–2 (a) and (c).

(v) New PB is treated as having acquired
the assets it acquired from PB for $100 mil-
lion, the amount of liabilities assumed. In
allocating basis among these assets, New PB
treats the Agency note and the loans out-
standing (which are covered by Loss Guaran-
tees) as Class II assets. For the purpose of al-
locating basis, the fair market value of the
Agency note is deemed to equal its adjusted
issue price immediately before the transfer,
$25 million. The fair market value of the
loans is deemed not to be less than the guar-
anteed value of $50 million.

(vi) New P is treated as having acquired its
assets for no consideration. Thus its basis in
its assets immediately after the transfer is
zero. New PB and New P are not treated as
a single entity. Section 1.597–5(e)(3).

Example 3. Taxable Transfer of previously dis-
affiliated Institution. (i) Corporation X, the
common parent of a consolidated group,
owns all the stock of Institution M, an insol-
vent Institution with no Consolidated Sub-
sidiaries. On April 30, 1996, M has $4 million
of deposit liabilities, $1 million of other li-
abilities, and assets with an adjusted basis of
$4 million and a fair market value of $3 mil-
lion. On May 1, 1996, Agency places M in re-
ceivership. X elects under § 1.597–4(g) to dis-
affiliate M. Accordingly, as of May 1, 1996,
new corporation M is not a member of the X
consolidated group. On May 1, 1996, Agency
causes M to transfer all of its assets and li-
abilities to Bridge Bank MB. Under § 1.597–
4(e), MB and M are thereafter treated as a
single entity which has $5 million of liabil-
ities, an account receivable for future FFA
with a basis of $1 million, and other assets

with a basis of $4 million. Section 1.597–
4(g)(4).

(ii) During May 1996, MB earns $25,000 of in-
terest income and accrues $20,000 of interest
expense on depositor accounts and there is
no net change in deposits other than the ad-
ditional $20,000 of interest expense accrued
on depositor accounts. MB pays $5,000 of
wage expenses and has no other items of in-
come or expense.

(iii) On June 1, 1996, Agency causes MB to
issue 100 percent of its stock to corporation
Y. In connection with the stock issuance,
Agency provides an Agency Obligation for $2
million and no other FFA.

(iv) The stock issuance results in a Taxable
Transfer. Section 1.597–5(b). MB is treated as
receiving the Agency Obligation imme-
diately prior to the Taxable Transfer. Sec-
tion 1.597–5(c)(1). MB has $1 million of basis
in its account receivable for FFA. This re-
ceivable is treated as satisfied, offsetting $1
million of the $2 million of FFA provided by
Agency in connection with the Taxable
Transfer. The status of the remaining $1 mil-
lion of FFA as includible income is deter-
mined as of the end of the taxable year under
§ 1.597–2(c). However, under § 1.597–2(b), MB
obtains a $2 million basis in the Agency Obli-
gation received as FFA.

(v) Under § 1.597–5(c)(2), in the Taxable
Transfer, Old Entity MB is treated as selling,
to New Entity MB, all of Old Entity MB’s as-
sets, having a basis of $6,020,000 (the original
$4 million of asset basis as of April 30, 1996,
plus $20,000 net cash from May 1996 activi-
ties, plus $2 million in the Agency Obligation
received as FFA), for $5,020,000, the amount
of Old Entity MB’s liabilities assumed by
New Entity MB pursuant to the Taxable
Transfer. Therefore, Old Entity MB recog-
nizes, in the aggregate, a loss of $1 million
from the Taxable Transfer.

(vi) Because this $1 million loss causes Old
Entity MB’s deductions to exceed its gross
income (determined without regard to FFA)
by $1 million, Old Entity MB must include in
its income the $1 million of FFA not offset
by the FFA receivable. Section 1.597–2(c). (As
of May 1, 1996, Old Entity MB’s liabilities
($5,000,000) did not exceed MB’s $5 million ad-
justed basis of its assets. For the taxable
year, MB’s deductions of $1,025,000 ($1,000,000
loss from the Taxable Transfer, $20,000 inter-
est expense and $5,000 of wage expense) ex-
ceeded its gross income (disregarding FFA)
of $25,000 (interest income) by $1,000,000.
Thus, under § 1.597–2(c), MB includes in in-
come the entire $1,000,000 of FFA not offset
by the FFA receivable.)

(vii) Therefore, Old Entity MB’s taxable in-
come for the taxable year ending on the date
of the Taxable Transfer is $0.

(viii) Residual Entity M is also deemed to
engage in a deemed sale of its assets to New
Entity M under § 1.597–5(b)(3), but there are
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no tax consequences as M has no assets or li-
abilities at the time of the deemed sale.

(ix) Under § 1.597–5(d)(1), New Entity MB is
treated as purchasing Old Entity MB’s assets
for $5,020,000, the amount of New Entity MB’s
liabilities. Of this, $2,000,000 is allocated to
the $2 million Agency Obligation, and
$3,020,000 is allocated to the other assets New
Entity MB is treated as purchasing in the
Taxable Transfer.

Example 4. Loss Sharing. Institution N ac-
quires assets and assumes liabilities of an-
other Institution in a Taxable Transfer.
Among the assets transferred are three par-
cels of real estate. In the hands of the trans-
ferring Institution, these assets had book
values of $100,000 each. In connection with
the Taxable Transfer, Agency agrees to reim-
burse Institution N for 80 percent of any loss
(based on the original book value) realized
on the disposition or charge-off of the three
properties. This arrangement constitutes a
Loss Guarantee. Thus, in allocating basis,
Institution N treats the three parcels as
Class II assets. By virtue of the arrangement
with the Agency, Institution N is assured
that the parcels will not be worth less to it
than $80,000 each, because even if the prop-
erties are worthless, Agency will reimburse
80 percent of the loss. Although Institution
could obtain payments under the Loss Guar-
antee if the properties are worth more, it is
not guaranteed that it will realize more than
$80,000. Accordingly, $80,000 is the highest
guaranteed value of the three parcels. Insti-
tution N will allocate basis to the Class II
assets up to their fair market value. For this
purpose, the fair market value of the three
parcels is not less than $80,000 each. Section
1.597–5(d)(2)(ii); § 1.597–5(c)(3)(ii).

[T.D. 8641, 60 FR 66101, Dec. 21, 1995, as
amended by T.D. 8858, 65 FR 1237, Jan. 7, 2000;
T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.597–6 Limitation on collection of in-
come tax.

(a) Limitation on collection where tax is
borne by Agency. If an Institution with-
out Continuing Equity (or any of its
Consolidated Subsidiaries) is liable for
income tax that is attributable to the
inclusion in income of FFA or gain
from a Taxable Transfer, the tax will
not be collected if it would be borne by
Agency. The final determination of
whether the tax would be borne by
Agency is within the sole discretion of
the Commissioner. In determining
whether tax would be borne by Agency,
the Commissioner will disregard in-
demnity, tax-sharing, or similar obli-
gations of Agency, an Institution, or
its Consolidated Subsidiaries. Collec-
tion of the several income tax liability

under § 1.1502–6 from members of an In-
stitution’s consolidated group other
than the Institution or its Consoli-
dated Subsidiaries is not affected by
this section. Income tax will continue
to be subject to collection except as
specifically limited in this section.
This section does not apply to taxes
other than income taxes.

(b) Amount of tax attributable to FFA
or gain on a Taxable Transfer. For pur-
poses of paragraph (a) of this section,
the amount of income tax in a taxable
year attributable to the inclusion of
FFA or gain from a Taxable Transfer
in the income of an Institution (or a
Consolidated Subsidiary) is the excess
of the actual income tax liability of
the Institution (or the consolidated
group in which the Institution is a
member) over the income tax liability
of the Institution (or the consolidated
group in which the Institution is a
member) determined without regard to
FFA or gain or loss on the Taxable
Transfer.

(c) Reporting of uncollected tax. A tax-
payer must specify on the front page of
Form 1120 (U.S. Corporate Income Tax
Return), to the left of the space pro-
vided for ‘‘Total Tax,’’ the amount of
income tax for the taxable year that is
potentially not subject to collection
under this section. If an Institution is
a subsidiary member of a consolidated
group, the amount specified as not sub-
ject to collection is zero.

(d) Assessments of tax to offset refunds.
Income tax that is not collected under
this section will be assessed and, thus,
used to offset any claim for refund
made by or on behalf of the Institution,
the Consolidated Subsidiary or any
other corporation with several liability
for the tax.

(e) Collection of taxes from Acquiring or
a New Entity—(1) Acquiring. No income
tax liability (including the several li-
ability for taxes under § 1.1502–6) of a
transferor in a Taxable Transfer will be
collected from Acquiring.

(2) New Entity. Income tax liability
(including the several liability for
taxes under § 1.1502–6) of a transferor in
a Taxable Transfer will be collected
from a New Entity only if stock that
was outstanding in the Old Entity re-
mains outstanding as stock in the New
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Entity or is reacquired or exchanged
for consideration.

(f) Effect on section 7507. This section
supersedes the application of section
7507, and the regulations thereunder,
for the assessment and collection of in-
come tax attributable to FFA.

[T.D.8641, 60 FR 66103, Dec. 21, 1995]

§ 1.597–7 Effective date.
(a) FIRREA effective date. Section 597,

as amended by section 1401 of the Fi-
nancial Institutions Reform, Recovery,
and Enforcement Act of 1989 (FIRREA),
Public Law 101–73, is generally effec-
tive for any FFA received or accrued
by an Institution on or after May 10,
1989, and for any transaction in connec-
tion with which such FFA is provided,
unless the FFA is provided in connec-
tion with an acquisition occurring
prior to May 10, 1989. See § 1.597–8 for
rules regarding FFA received or ac-
crued on or after May 10, 1989, that re-
lates to an acquisition that occurred
before May 10, 1989.

(b) Effective date of regulations. Except
as otherwise provided in this section,
§§ 1.597–1 through 1.597–6 apply to tax-
able years ending on or after April 22,
1992. However, the provisions of §§ 1.597–
1 through 1.597–6 do not apply to FFA
received or accrued for taxable years
ending on or after April 22, 1992, in con-
nection with an Agency assisted acqui-
sition within the meaning of Notice 89–
102 (1989–2 C.B. 436; see § 601.601(d)(2))
(which does not include a transfer to a
Bridge Bank), that occurs before April
22, 1992. Taxpayers not subject to
§§ 1.597–1 through 1.597–6 must comply
with an interpretation of the statute
that is reasonable in light of the legis-
lative history and applicable adminis-
trative pronouncements. For this pur-
pose, the rules contained in Notice 89–
102 apply to the extent provided in the
Notice.

(c) Elective application to prior years
and transactions—(1) In general. Except
as limited in this paragraph (c), an
election is available to apply §§ 1.597–1
through 1.597–6 to taxable years prior
to the general effective date of these
regulations. A consolidated group may
elect to apply §§ 1.597–1 through 1.597–6
for all members of the group in all tax-
able years to which section 597, as
amended by FIRREA, applies. The

common parent makes the election for
the group. An entity that is not a
member of a consolidated group may
elect to apply §§ 1.597–1 through 1.597–6
to all taxable years to which section
597, as amended by FIRREA, applies for
which it is not a member of a consoli-
dated group. The election is irrev-
ocable.

(2) Election unavailable in certain
cases—(i) Statute of limitations closed.
The election cannot be made if the pe-
riod for assessment and collection of
tax has expired under the rules of sec-
tion 6501 for any taxable year in which
§§ 1.597–1 through 1.597–6 would affect
the determination of the electing enti-
ty’s or group’s income, deductions,
gain, loss, basis, or other items.

(ii) No section 338 election under Notice
89–102. The election cannot be made
with respect to an Institution if, under
Notice 89–102, it was a Target with re-
spect to which a qualified stock pur-
chase was made, a timely election
under section 338 was not made, and on
April 22, 1992, a timely election under
section 338 could not be made.

(iii) Inconsistent treatment of Institu-
tion that would be New Entity. If, under
§ 1.597–5(b), an Institution would be-
come a New Entity before April 22,
1992, the election cannot be made with
respect to that Institution unless elec-
tions are made by all relevant persons
such that §§ 1.597–1 through 1.597–6
apply both before and after the deemed
sale under § 1.597–5. However, this re-
quirement does not apply if, under
§§ 1.597–1 through 1.597–6, the Institu-
tion would not have Continuing Equity
prior to the deemed sale.

(3) Expense reimbursements. Notice 89–
102, 1989–2 C.B. 436, provides that reim-
bursements paid or accrued pursuant
to an expense reimbursement or indem-
nity arrangement are not included in
income but the taxpayer may not de-
duct, or otherwise take into account,
the item of cost or expense to which
the reimbursement or indemnity pay-
ment relates. With respect to an Agen-
cy assisted acquisition within the
meaning of Notice 89–102 that occurs
before April 22, 1992, a taxpayer that
elects to apply these regulations retro-
actively under this paragraph (c) may
continue to account for these items
under the rules of Notice 89–102.
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(4) Procedural rules—(i) Manner of
making election. An Institution or con-
solidated group makes the election
provided by this paragraph (c) by at-
taching a written statement to, and in-
cluding it as a part of, the taxpayer’s
or consolidated group’s first annual in-
come tax return filed on or after March
15, 1996. The statement must contain
the following legend at the top of the
page: ‘‘THIS IS AN ELECTION UNDER
§ 1.597–7(c),’’ and must contain the
name, address and employer identifica-
tion number of the taxpayer or com-
mon parent making the election. The
statement must include a declaration
that ‘‘TAXPAYER AGREES TO EX-
TEND THE STATUTE OF LIMITA-
TIONS ON ASSESSMENT FOR THREE
YEARS FROM THE DATE OF THE
FILING OF THIS ELECTION UNDER
§ 1.597–7(c), IF THE LIMITATIONS PE-
RIOD WOULD EXPIRE EARLIER
WITHOUT SUCH EXTENSION, FOR
ANY ITEMS AFFECTED IN ANY TAX-
ABLE YEAR BY THE FILING OF THIS
ELECTION,’’ and a declaration that ei-
ther ‘‘AMENDED RETURNS WILL BE
FILED FOR ALL TAXABLE YEARS
AFFECTED BY THE FILING OF THIS
ELECTION WITHIN 180 DAYS OF
MAKING THIS STATEMENT, UNLESS
SUCH REQUIREMENT IS WAIVED IN
WRITING BY THE DISTRICT DIREC-
TOR OR HIS DELEGATE’’ or ‘‘ALL
RETURNS PREVIOUSLY FILED ARE
CONSISTENT WITH THE PROVI-
SIONS OF §§ 1.597–1 THROUGH 1.597–6,’’
and be signed by an individual who is
authorized to make the election under
this paragraph (c) on behalf of the tax-
payer. An election with respect to a
consolidated group must be made by
the common parent of the group, not
Agency, and applies to all members of
the group.

(ii) Effect of elective disaffiliation. To
make the affirmative election de-
scribed in § 1.597–4(g)(5) for an Institu-
tion placed in Agency receivership in a
taxable year ending before April 22,
1992, the consolidated group must send
the affected Institution the statement
described in § 1.597–4(g)(5) on or before
May 31, 1996. Notwithstanding the re-
quirements of paragraph (c)(4)(i) of this
section, a consolidated group sending
such a statement is deemed to make
the election described in, and to agree

to the conditions contained in, this
paragraph (c). The consolidated group
must nevertheless attach the state-
ment described in paragraph (c)(4)(i) of
this section to its first annual income
tax return filed on or after March 15,
1996.

(d) Reliance on prior guidance—(1) No-
tice 89–102. Taxpayers may rely on No-
tice 89–102, 1989–2 C.B. 436, to the extent
they acted in reliance on that Notice
prior to April 22, 1992. Such reliance
must be reasonable and transactions
with respect to which taxpayers rely
must be consistent with the overriding
policies of section 597, as expressed in
the legislative history.

(2) Notice FI–46–89—(i) In general. No-
tice FI–46–89 was published in the FED-
ERAL REGISTER on April 23, 1992 (57 FR
14804). Taxpayers may rely on the pro-
visions of §§ 1.597–1 through 1.597–6 of
that notice to the extent they acted in
reliance on those provisions prior to
December 21, 1995. Such reliance must
be reasonable and transactions with re-
spect to which taxpayers rely must be
consistent with the overriding policies
of section 597, as expressed in the legis-
lative history, as well as the overriding
policies of notice FI–46–89.

(ii) Taxable Transfers. Any taxpayer
described in this paragraph (d) that,
under notice FI–46–89, would be a New
Entity or Acquiring with respect to a
Taxable Transfer on or after April 22,
1992, and before December 21, 1995, may
apply the rules of that notice with re-
spect to such transaction.

[T.D. 8641, 60 FR 66104, Dec. 21, 1995]

§ 1.597–8 Transitional rules for Federal
financial assistance.

(a) Scope. This section provides tran-
sitional rules for the tax consequences
of Federal financial assistance received
or accrued on or after May 10, 1989, if
the assistance payment relates to an
acquisition that occurred before that
date.

(b) Transitional rules. The tax con-
sequences of any payment of Federal
financial assistance received or ac-
crued on or after May 10, 1989, are gov-
erned by the applicable provisions of
section 597 that were in effect prior to
the Financial Institutions Reform, Re-
covery, and Enforcement Act of 1989
(‘‘FIRREA’’) if either—

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00383 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



384

26 CFR Ch. I (4–1–01 Edition)§ 1.601–1

(1) The payment—
(i) Is pursuant to an acquisition of a

bank or domestic building and loan as-
sociation before May 10, 1989,

(ii) Is provided pursuant to an assist-
ance agreement executed before May
10, 1989,

(iii) Is provided to a party to that
agreement or to such other party as
the Commissioner may determine ap-
propriate by letter ruling or other
written guidance, and

(iv) Would, if provided before May 10,
1989, have been governed by applicable
provisions of section 597 that were in
effect prior to FIRREA; or

(2) The payment—
(i) Represents a prepayment of (or a

payment in lieu of) a fixed or contin-
gent right to Federal financial assist-
ance that would have satisfied the con-
ditions of paragraphs (b)(1)(i), (ii) and
(iv) of this section, and

(ii) Is provided to a party described in
paragraph (b)(1)(iii) of this section

(c) Definition of Federal financial as-
sistance. Federal financial assistance
for purposes of this section has the
meaning prescribed by section 597(c) as
amended by FIRREA.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. X corporation acquired Y, a do-
mestic building and loan association on Sep-
tember 10, 1988. Pursuant to a written agree-
ment executed at the time of the acquisition,
Y received Federal financial assistance that
included a note bearing a market rate of in-
terest, the right to future payments if cer-
tain assets were sold at a loss, and the right
to future payments if the income produced
by certain assets was less than an agreed
upon amount. On December 1, 1991, an agree-
ment was executed in which Y relinquished
its rights to Federal financial assistance
under the September 10, 1988 agreement in
return for a lump sum payment. The lump
sum payment represented a prepayment of
the principal and accrued but unpaid interest
for the note, and the rights to the contingent
future loss and income payments. The entire
prepayment is excluded from the income of
Y because it is a prepayment of Federal fi-
nancial assistance and the assistance (i)
would have been provided pursuant to an ac-
quisition that occurred before May 10, 1989,
would have been provided pursuant to an as-
sistance agreement executed before May 10,
1989, and would, if it had been provided prior
to May 10, 1989, have been governed by a pre-
FIRREA version of section 597; and (ii) the

prepayment is paid to a party to the assist-
ance agreement.

Example 2. The facts are the same as those
in Example 1, except that the note bears an
above market rate of interest and part of the
lump sum represents a premium payment for
the note. The portion of the lump sum allo-
cable to the premium payment is also ex-
cluded from the income of Y because the
payment represents the present value of the
right to future Federal financial assistance
in the form of interest.

Example 3. The facts are the same as those
in Example 1, except that a portion of the
lump sum payment represents compensation
for additional expenses Y may incur in the
future because of termination of the Sep-
tember 10, 1988 agreement. The portion of the
lump sum payment allocable to the com-
pensation for additional expenses must be in-
cluded in the income of Y because it is not a
prepayment of Federal financial assistance
provided for by a written agreement entered
into prior to May 10, 1989.

Example 4. The facts are the same as those
in Example 1, except that instead of a new as-
sistance agreement, the September 10, 1988
assistance agreement was modified on De-
cember 1, 1991. The modified agreement pro-
vided new Federal financial assistance in ad-
dition to the amounts previously agreed to.
None of the new Federal financial assistance
is governed by this regulation because the
new assistance was not provided for by a
written agreement entered into prior to May
10, 1989. The modification does not, however,
affect the tax treatment of assistance pro-
vided for by the agreement prior to its modi-
fication.

(e) Effective Date. This section is ef-
fective April 23, 1992 for assistance re-
ceived or accrued on or after May 10,
1989 in connection with acquisitions be-
fore that date.

[T.D. 8406, 57 FR 14795, Apr. 23, 1992. Redesig-
nated and amended by T.D. 8471, 58 FR 18149,
Apr. 8, 1993]

BANK AFFILIATES

§ 1.601–1 Special deduction for bank
affiliates.

(a) The special deduction described in
section 601 is allowed:

(1) To a holding company affiliate of
a bank, as defined in section 2 of the
Banking Act of 1933 (12 U.S.C. 221a),
which holding company affiliate holds,
at the end of the taxable year, a gen-
eral voting permit granted by the
Board of Governors of the Federal Re-
serve System.
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(2) In the amount of the earnings or
profits of such holding company affil-
iate which, in compliance with section
5144 of the Revised Statutes (12 U.S.C.
61), has been devoted by it during the
taxable year to the acquisition of read-
ily marketable assets other than bank
stock.

(3) Upon certification by the Board of
Governors of the Federal Reserve Sys-
tem to the Commissioner that such an
amount of the earnings or profits has
been so devoted by such affiliate during
the taxable year.
No deduction is allowable under sec-
tion 601 for the amount of readily mar-
ketable assets in excess of what is re-
quired by section 5144 of the Revised
Statutes (12 U.S.C. 61) to be acquired
by such affiliate, or in excess of the
taxable income for the taxable year
computed without regard to the special
deductions for corporations provided in
part VIII (section 241 and following),
subchapter B, chapter 1 of the Code.
Nor may the aggregate of the deduc-
tions allowable under section 601 and
the credits allowable under the cor-
responding provision of any prior in-
come tax law for all taxable years ex-
ceed the amount required to be devoted
under such section 5144 to the acquisi-
tion of readily marketable assets other
than bank stock.

(b) Every taxpayer claiming a deduc-
tion provided for in section 601 shall at-
tach to its return a supplementary
statement setting forth all the facts
and information upon which the claim
is predicated, including such facts and
information as the Board of Governors
of the Federal Reserve System may
prescribe as necessary to enable it,
upon the request of the Commissioner
subsequent to the filing of the return,
to certify to the Commissioner the
amount of earnings or profits devoted
to the acquisition of such readily mar-
ketable assets. A certified copy of such
supplementary statement shall be for-
warded by the taxpayer to the Board of
Governors at the time of the filing of
the return. The holding company affil-
iate shall also furnish the Board of
Governors such further information as
the Board shall require. For the re-
quirements with respect to the amount
of such readily marketable assets
which must be acquired and main-

tained by a holding company affiliate
to which a voting permit has been
granted, see section 5144(b) and (c) of
the Revised Statutes (12 U.S.C. 61).

NATURAL RESOURCES≤

DEDUCTIONS

§ 1.611–0 Regulatory authority.
Sections 1.611–1 through 1.614–8, in-

clusive, are prescribed under the au-
thority granted the Secretary or his
delegate by section 611(a) of the Code
to prescribe regulations under which a
reasonable allowance for depletion and
depreciation of improvements shall be
allowed, according to the peculiar con-
ditions in each case, in the case of
mines, oil and gas wells, other natural
deposits and timber.

[T.D. 6965, 33 FR 10692, July 26, 1968]

§ 1.611–1 Allowance of deduction for
depletion.

(a) Depletion of mines, oil and gas
wells, other natural deposits, and timber—
(1) In general. Section 611 provides that
there shall be allowed as a deduction in
computing taxable income in the case
of mines, oil and gas wells, other nat-
ural deposits, and timber, a reasonable
allowance for depletion. In the case of
standing timber, the depletion allow-
ance shall be computed solely upon the
adjusted basis of the property. In the
case of other exhaustible natural re-
sources the allowance for depletion
shall be computed upon either the ad-
justed depletion basis of the property
(see section 612, relating to cost deple-
tion) or upon a percentage of gross in-
come from the property (see section
613, relating to percentage depletion),
whichever results in the greater allow-
ance for depletion for any taxable year.
In no case will depletion based upon
discovery value be allowed.

(2) See § 1.611–5 for methods of depre-
ciation relating to improvements con-
nected with mineral or timber prop-
erties.

(3) See paragraph (d) of this section
for definition of terms.

(b) Economic interest. (1) Annual de-
pletion deductions are allowed only to
the owner of an economic interest in
mineral deposits or standing timber.
An economic interest is possessed in
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every case in which the taxpayer has
acquired by investment any interest in
mineral in place or standing timber
and secures, by any form of legal rela-
tionship, income derived from the ex-
traction of the mineral or severance of
the timber, to which he must look for
a return of his capital. For an excep-
tion in the case of certain mineral pro-
duction payments, see section 636 and
the regulations thereunder. A person
who has no capital investment in the
mineral deposit or standing timber
does not possess an economic interest
merely because through a contractual
relation he possesses a mere economic
or pecuniary advantage derived from
production. For example, an agreement
between the owner of an economic in-
terest and another entitling the latter
to purchase or process the product
upon production or entitling the latter
to compensation for extraction or cut-
ting does not convey a depletable eco-
nomic interest. Further, depletion de-
ductions with respect to an economic
interest of a corporation are allowed to
the corporation and not to its share-
holders.

(2) No depletion deduction shall be
allowed the owner with respect to any
timber, coal, or domestic iron ore that
such owner has disposed of under any
form of contract by virtue of which he
retains an economic interest in such
timber, coal, or iron ore, if such dis-
posal is considered a sale of timber,
coal, or domestic iron ore under sec-
tion 631 (b) or (c).

(c) Special rules—(1) In general. For
the purpose of the equitable apportion-
ment of depletion among the several
owners of economic interests in a min-
eral deposit or standing timber, if the
value of any mineral or timber must be
ascertained as of any specific date for
the determination of the basis for de-
pletion, the values of such several in-
terests therein may be determined sep-
arately, but, when determined as of the
same date, shall together never exceed
the value at that date of the mineral or
timber as a whole.

(2) Leases. In the case of a lease, the
deduction for depletion under section
611 shall be equitably apportioned be-
tween the lessor and lessee. In the case
of a lease or other contract providing
for the sharing of economic interests in

a mineral deposit or standing timber,
such deduction shall be computed by
each taxpayer by reference to the ad-
justed basis of his property determined
in accordance with sections 611 and 612,
or computed in accordance with sec-
tion 613, if applicable, and the regula-
tions thereunder.

(3) Life tenant and remainderman. In
the case of property held by one person
for life with remainder to another per-
son, the deduction for depletion under
section 611 shall be computed as if the
life tenant were the absolute owner of
the property so that he will be entitled
to the deduction during his life, and
thereafter the deduction, if any, shall
be allowed to the remainderman.

(4) Mineral or timber property held in
trust. If a mineral property or timber
property is held in trust, the allowable
deduction for depletion is to be appor-
tioned between the income bene-
ficiaries and the trustee on the basis of
the trust income from such property
allocable to each, unless the governing
instrument (or local law) requires or
permits the trustee to maintain a re-
serve for depletion in any amount. In
the latter case, the deduction is first
allocated to the trustee to the extent
that income is set aside for a depletion
reserve, and any part of the deduction
in excess of the income set aside for
the reserve shall be apportioned be-
tween the income beneficiaries and the
trustee on the basis of the trust income
(in excess of the income set aside for
the reserve) allocable to each. For ex-
ample:

(i) If under the trust instrument of
local law the income of a trust com-
puted without regard to depletion is to
be distributed to a named beneficiary,
the beneficiary is entitled to the
deduction to the exclusion of the
trustee.

(ii) If under the trust instrument or
local law the income of a trust is to be
distributed to a named beneficiary, but
the trustee is directed to maintain a
reserve for depletion in any amount,
the deduction is allowed to the trustee
(except to the extent that income set
aside for the reserve is less than the al-
lowable deduction). The same result
would follow if the trustee sets aside
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income for a depletion reserve pursu-
ant to discretionary authority to do so
in the governing instrument.
No effect shall be given to any alloca-
tion of the depletion deduction which
gives any beneficiary or the trustee a
share of such deduction greater than
his pro rata share of the trust income,
irrespective of any provisions in the
trust instrument, except as otherwise
provided in this paragraph when the
trust instrument or local law requires
or permits the trustee to maintain a
reserve for depletion.

(5) Mineral or timber property held by
estate. In the case of a mineral property
or timber property held by an estate
the deduction for depletion under sec-
tion 611 shall be apportioned between
the estate and the heirs, legatees, and
devisees on the basis of income of the
estate from such property which is al-
locable to each.

(d) Definitions. As used in this part,
and the regulations thereunder, the
term:

(1) Property means—(i) in the case of
minerals, each separate economic in-
terest owned in each mineral deposit in
each separate tract or parcel of land or
an aggregation or combination of such
mineral interests permitted under sec-
tion 614 (b), (c), (d), or (e); and (ii) in
the case of timber, an economic inter-
est in standing timber in each tract or
block representing a separate timber
account (see paragraph (d) of § 1.611–3).
For rules with respect to waste or res-
idue of prior mining, see paragraph (c)
of § 1.614–1. When, in the regulations
under this part, either the word mineral
or timber precedes the word property,
such adjectives are used only to clas-
sify the type of property involved. For
further explanation of the term prop-
erty, see section 614 and the regulations
thereunder.

(2) Fair market value of a property is
that amount which would induce a
willing seller to sell and a willing
buyer to purchase.

(3) Mineral enterprise is the mineral
deposit or deposits and improvements,
if any, used in mining or in the produc-
tion of oil and gas, and only so much of
the surface of the land as is necessary
for purposes of mineral extraction. The
value of the mineral enterprise is the
combined value of its component parts.

(4) Mineral deposit refers to minerals
in place. When a mineral enterprise is
acquired as a unit, the cost of any in-
terest in the mineral deposit or depos-
its is that proportion of the total cost
of the mineral enterprise which the
value of the interest in the deposit or
deposits bears to the value of the en-
tire enterprise at the time of its acqui-
sition.

(5) Minerals includes ores of the met-
als, coal, oil, gas, and all other natural
metallic and nonmetallic deposits, ex-
cept minerals derived from sea water,
the air, or from similar inexhaustible
sources. It includes but is not limited
to all of the minerals and other natural
deposits subject to depletion based
upon a percentage of gross income from
the property under section 613 and the
regulations thereunder.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6841, 30 FR 9305, July 27,
1965; T.D. 7261, 38 FR 5467, Mar. 1, 1973]

§ 1.611–2 Rules applicable to mines, oil
and gas wells, and other natural de-
posits.

(a) Computation of cost depletion of
mines, oil and gas wells, and other nat-
ural deposits. (1) The basis upon which
cost depletion is to be allowed in re-
spect of any mineral property is the
basis provided for in section 612 and the
regulations thereunder. After the
amount of such basis applicable to the
mineral property has been determined
for the taxable year, the cost depletion
for that year shall be computed by di-
viding such amount by the number of
units of mineral remaining as of the
taxable year (see subparagraph (3) of
this paragraph), and by multiplying
the depletion unit, so determined, by
the number of units of mineral sold
within the taxable year (see subpara-
graph (2) of this paragraph). In the se-
lection of a unit of mineral for deple-
tion, preference shall be given to the
principal or customary unit or units
paid for in the products sold, such as
tons of ore, barrels of oil, or thousands
of cubic feet of natural gas.

(2) As used in this paragraph, the
phrase number of units sold within the
taxable year:

(i) In the case of a taxpayer reporting
income on the cash receipts and dis-
bursements method, includes units for
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which payments were received within
the taxable year although produced or
sold prior to the taxable year, and ex-
cludes units sold but not paid for in the
taxable year, and

(ii) In the case of a taxpayer report-
ing income on the accrual method,
shall be determined from the tax-
payer’s inventories kept in physical
quantities and in a manner consistent
with his method of inventory account-
ing under section 471 or 472.
The phrase does not include units with
respect to which depletion deductions
were allowed or allowable prior to the
taxable year.

(3) The number of units of mineral re-
maining as of the taxable year is the
number of units of mineral remaining
at the end of the year to be recovered
from the property (including units re-
covered but not sold) plus the number of
units sold within the taxable year as de-
fined in this section.

(4) In the case of a natural gas well
where the annual production is not me-
tered and is not capable of being esti-
mated with reasonable accuracy, the
taxpayer may compute the cost deple-
tion allowance in respect of such prop-
erty for the taxable year by multi-
plying the adjusted basis of the prop-
erty by a fraction, the numerator of
which is equal to the decline in rock
pressure during the taxable year and
the denominator of which is equal to
the expected total decline in rock pres-
sure from the beginning of the taxable
year to the economic limit of produc-
tion. Taxpayers computing depletion
by this method must keep accurate
records of periodical pressure deter-
minations.

(5) If an aggregation of two or more
separate mineral properties is made
during a taxable year under section 614,
cost depletion for each such property
shall be computed separately for that
portion of the taxable year ending im-
mediately before the effective date of
the aggregation. Cost depletion with
respect to the aggregated property
shall be computed for that portion of
the taxable year beginning on such ef-
fective date. The allowance for cost de-
pletion for the taxable year shall be
the sum of such cost depletion com-
putations. For purposes of this para-
graph, each such portion of the taxable

year shall be considered as a taxable
year. Similar rules shall be applied
where a separate mineral property is
properly removed from an existing ag-
gregation during a taxable year. See
section 614 and the regulations there-
under for rules relating to the effective
date of an aggregation of mineral in-
terests and for rules relating to the ad-
justed basis of an aggregation.

(6) The apportionment of the deduc-
tion among the several owners of eco-
nomic interests in the mineral deposit
or deposits will be made as provided in
paragraph (c) of § 1.611–1.

(b) Depletion accounts of mineral prop-
erty. (1) Every taxpayer claiming and
making a deduction for depletion of
mineral property shall keep a separate
account in which shall be accurately
recorded the cost or other basis pro-
vided by section 1012, of such property
together with subsequent allowable
capital additions to each account and
all the other adjustments required by
section 1016.

(2) Mineral property accounts shall
thereafter be credited annually with
the amounts of the depletion so com-
puted in accordance with section 611 or
613 and the regulations thereunder; or
the amounts of the depletion computed
in shall be credited to depletion reserve
accounts. No further deductions for
cost depletion shall be allowed when
the sum of the credits for depletion
equals the cost or other basis of the
property, plus allowable capital addi-
tions. However, depletion deductions
may be allowable thereafter computed
upon a percentage of gross income from
the property. See section 613 and the
regulations thereunder. In no event
shall percentage depletion in excess of
cost or other basis of the property be
credited to the improvements account
or the depreciation reserve account.

(c) Determination of mineral contents of
deposits. (1) If it is necessary to esti-
mate or determine with respect to any
mineral deposit as of any specific date
the total recoverable units (tons,
pounds, ounces, barrels, thousands of
cubic feet, or other measure) of min-
eral products reasonably known, or on
good evidence believed, to have existed
in place as of that date, the estimate or
determination must be made according
to the method current in the industry
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and in the light of the most accurate
and reliable information obtainable. In
the selection of a unit of estimate,
preference shall be given to the prin-
cipal unit (or units) paid for in the
product marketed. The estimate of the
recoverable units of the mineral prod-
ucts in the deposit for the purposes of
valuation and depletion shall include
as to both quantity and grade:

(i) The ores and minerals in sight,
blocked out, developed, or assured, in the
usual or conventional meaning of these
terms with respect to the type of the
deposits, and

(ii) Probable or prospective ores or
minerals (in the corresponding sense),
that is, ores or minerals that are be-
lieved to exist on the basis of good evi-
dence although not actually known to
occur on the basis of existing develop-
ment. Such probable or prospective ores
or minerals may be estimated:

(a) As to quantity, only in case they
are extensions of known deposits or are
new bodies or masses whose existence
is indicated by geological surveys or
other evidence to a high degree of prob-
ability, and

(b) As to grade, only in accordance
with the best indications available as
to richness.

(2) If the number of recoverable units
of mineral in the deposit has been pre-
viously estimated for the prior year or
years, and if there has been no known
change in the facts upon which the
prior estimate was based, the number
of recoverable units of mineral in the
deposit as of the taxable year will be
the number remaining from the prior
estimate. However, for any taxable
year for which it is ascertained either
by the taxpayer or the district director
from any source, such as operations or
development work prior to the close of
the taxable year, that the remaining
recoverable mineral units as of the tax-
able year are materially greater or less
than the number remaining from the
prior estimate, then the estimate of
the remaining recoverable units shall
be revised, and the annual cost deple-
tion allowance with respect to the
property for the taxable year and for
subsequent taxable years will be based
upon the revised estimate until a
change in the facts requires another re-
vision. Such revised estimate will not,

however, change the adjusted basis for
depletion.

(d) Determination of fair market value
of mineral properties, and improvements,
if any. (1) If the fair market value of
the mineral property and improve-
ments at a specified date is to be deter-
mined for the purpose of ascertaining
the basis, such value must be deter-
mined, subject to approval or revision
by the district director, by the owner
of such property and improvements in
the light of the conditions and cir-
cumstances known at that date, re-
gardless of later discoveries or develop-
ments or subsequent improvements in
methods of extraction and treatment of
the mineral product. The district direc-
tor will give due weight and consider-
ation to any and all factors and evi-
dence having a bearing on the market
value, such as cost, actual sales and
transfers of similar properties and im-
provements, bona fide offers, market
value of stock or shares, royalties and
rentals, valuation for local or State
taxation, partnership accountings,
records of litigation in which the value
of the property and improvements was
in question, the amount at which the
property and improvements may have
been inventoried or appraised in pro-
bate or similar proceedings, and disin-
terested appraisals by approved meth-
ods.

(2) If the fair market value must be
ascertained as of a certain date, ana-
lytical appraisal methods of valuation,
such as the present value method will
not be used:

(i) If the value of a mineral property
and improvements, if any, can be deter-
mined upon the basis of cost or com-
parative values and replacement value
of equipment, or

(ii) If the fair market value can rea-
sonably be determined by any other
method.

(e) Determination of the fair market
value of mineral property by the present
value method. (1) To determine the fair
market value of a mineral property and
improvements by the present value
method, the essential factors must be
determined for each mineral deposit.
The essential factors in determining
the fair market value of mineral depos-
its are:
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(i) The total quantity of mineral in
terms of the principal or customary
unit (or units) paid for in the product
marketed,

(ii) The quantity of mineral expected
to be recovered during each operating
period,

(iii) The average quality or grade of
the mineral reserves,

(iv) The allocation of the total ex-
pected profit to the several processes
or operations necessary for the prepa-
ration of the mineral for market,

(v) The probable operating life of the
deposit in years,

(vi) The development cost,
(vii) The operating cost,
(viii) The total expected profit,
(ix) The rate at which this profit will

be obtained, and
(x) The rate of interest commensu-

rate with the risk for the particular de-
posit.

(2) If the mineral deposit has been
sufficiently developed, the valuation
factors specified in subparagraph (1) of
this paragraph may be determined
from past operating experience. In the
application of factors derived from past
experience, full allowance should be
made for probable future variations in
the rate of exhaustion, quality or grade
of the mineral, percentage of recovery,
cost of development, production, inter-
est rate, and selling price of the prod-
uct marketed during the expected oper-
ating life of the mineral deposit. Min-
eral deposits for which these factors
cannot be determined with reasonable
accuracy from past operating experi-
ence may also be valued by the present
value method; but the factors must be
deduced from concurrent evidence,
such as the general type of the deposit,
the characteristics of the district in
which it occurs, the habit of the min-
eral deposits, the intensity of min-
eralization, the oil-gas ratio, the rate
at which additional mineral has been
disclosed by exploitation, the stage of
the operating life of the deposit, and
any other evidence tending to establish
a reasonable estimate of the required
factors.

(3) Mineral deposits of different
grades, locations, and probable dates of
extraction should be valued separately.
The mineral content of a deposit shall
be determined in accordance with para-

graph (c) of this section. In estimating
the average grade of the developed and
prospective mineral, account should be
taken of probable increases or de-
creases as indicated by the operating
history. The rate of exhaustion of a
mineral deposit should be determined
with due regard to the limitations im-
posed by plant capacity, by the char-
acter of the deposit, by the ability to
market the mineral product, by labor
conditions, and by the operating pro-
gram in force or reasonably to be ex-
pected for future operations. The oper-
ating life of a mineral deposit is that
number of years necessary for the ex-
haustion of both the developed and pro-
spective mineral content at the rate
determined as above. The operating life
of oil and gas wells is also influenced
by the natural decline in pressure and
flow, and by voluntary or enforced cur-
tailment of production. The operating
cost includes all current expense of
producing, preparing, and marketing
the mineral product sold (due consider-
ation being given to taxes) exclusive of
allowable capital additions, as de-
scribed in §§ 1.612–2 and 1.612–4, and de-
ductions for depreciation and deple-
tion, but including cost of repairs. This
cost of repairs is not to be confused
with the depreciation deduction by
which the cost of improvements is re-
turned to the taxpayer free from tax.
In general, no estimates of these fac-
tors will be approved by the district di-
rector which are not supported by the
operating experience of the property or
which are derived from different and
arbitrarily selected periods.

(4) The value of each mineral deposit
is measured by the expected gross in-
come (the number of units of mineral
recoverable in marketable form multi-
plied by the estimated market price
per unit) less the estimated operating
cost, reduced to a present value as of
the date for which the valuation is
made at the rate of interest commensu-
rate with the risk for the operating
life, and further reduced by the value
at that date of the improvements and
of the capital additions, if any, nec-
essary to realize the profits. The degree
of risk is generally lowest in cases
where the factors of valuation are fully
supported by the operating record of
the mineral enterprise before the date
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for which the valuation is made. On the
other hand, higher risks ordinarily at-
tach to appraisals upon any other
basis.

(f) Revaluation of mineral property not
allowed. No revaluation of a mineral
property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, except in the case of misrepre-
sentation or fraud or gross error as to
any facts known on the date as of
which the valuation was made. Revalu-
ation on account of misrepresentation
or fraud or such gross error will be
made only with the written approval of
the Commissioner.

(g) Statement to be attached to return
when valuation, depletion, or deprecia-
tion of mineral property or improvements
are claimed. (1) For the first taxable
year ending before December 31, 1967,
for which a taxpayer asserts a value for
any mineral property or improvement
as of a specific date or claims a deduc-
tion for depletion, or depreciation,
there shall be attached to the return of
the taxpayer for such taxable year a
statement setting forth, in complete,
summary form, the pertinent informa-
tion required by this paragraph with
respect to each such mineral property
or improvement (including oil and gas
properties or improvements). The sum-
mary statement shall be deemed a part
of the income tax return to which it re-
lates. In addition to such summary
statement, the taxpayer must assem-
ble, segregate and have readily avail-
able at his principal place of business,
all the supporting data (listed in sub-
paragraphs (2), (3), and (4) of this para-
graph) which is used in compiling the
summary statement. For taxable years
after such first taxable year, and end-
ing before December 31, 1967, the tax-
payer need attach to his return only an
explanation of the changes, if any, in
the information previously furnished.
For example, when a taxpayer has filed
adequate maps with the district direc-
tor he may be relieved of filing further
maps of the same area, if all additional
information necessary for keeping the
maps up-to-date is filed each year. In
any case in which any of the informa-
tion required by this paragraph has

been previously filed by the taxpayer
(including information furnished in ac-
cordance with corresponding provisions
of prior regulations), such information
need not be filed again, but a state-
ment should be attached to the return
of the taxpayer indicating clearly when
and in what form such information was
previously filed. For provisions relat-
ing to the data which shall be sub-
mitted with returns for taxable years
ending on or after December 31, 1967,
see subparagraph (5) of this paragraph.

(2) The information referred to in
subparagraph (1) of this paragraph is as
follows:

(i) An adequate map showing the
name, description, location, date of
surveys, and identification of the de-
posit or deposits;

(ii) A description of the character of
the taxpayer’s property, accompanied
by a copy of the instrument or instru-
ments by which it was acquired;

(iii) The date of acquisition of the
property, the exact terms and dates of
expiration of all leases involved, and if
terminated, the reasons therefor;

(iv) The cost of the mineral property
and improvements, stating the amount
paid to each vendor, with his name and
address;

(v) The date as of which the mineral
property and improvements are valued,
if a valuation is necessary to establish
the basis as provided by section 1012;

(vi) The value of the mineral prop-
erty and improvements on that date
with a statement of the precise method
by which it was determined;

(vii) An allocation of the cost or
value among the mineral property, im-
provements and the surface of the land
for purposes other than mineral pro-
duction;

(viii) The estimated number of units
of each kind of mineral at the end of
the taxable year, and also at the date
of acquisition, if acquired during the
taxable year or at the date as of which
any valuation is made, together with
an explanation of the method used in
the estimation, the name and address
of the person making the estimate, and
an average analysis which will indicate
the quality of the mineral valued, in-
cluding the grade or gravity in the case
of oil;
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(ix) The number of units sold and the
number of units for which payment was
received or accrued during the year for
which the return is made (in the case
of newly developed oil and gas deposits
it is desirable that this information be
furnished by months);

(x) The gross amount received from
the sale of mineral;

(xi) The amount of depreciation for
the taxable year and the amount of
cost depletion for the taxable year;

(xii) The amounts of depletion and
depreciation, if any, stated separately,
which for each and every prior year:

(a) Were allowed (see section
1016(a)(2)),

(b) Were allowable, and
(c) Would have been allowable with-

out reference to percentage or dis-
covery depletion;

(xiii) The fractions (however meas-
ured) of gross production from the de-
posit or deposits to which the taxpayer
and other persons are entitled together
with the names and addresses of such
other persons; and

(xiv) Any other data which will be
helpful in determining the reasonable-
ness of the valuation asserted or of the
deductions claimed.

(3) In the case of oil and gas prop-
erties, the following information with
respect to each property is required in
addition to that information set forth
in subparagraph (2) of this paragraph:

(i) The number of acres of producing
oil or gas land and, if additional acre-
age is claimed to be proven, the
amount of such acreage and the rea-
sons for believing it to be proven;

(ii) The number of wells producing at
the beginning and end of the taxable
year;

(iii) The date of completion of each
well finished during the taxable year;

(iv) The date of abandonment of each
well abandoned during the taxable
year;

(v) Maps showing the location of the
tracts or leases and of the producing
and abandoned wells, dry holes, and
proven oil and gas lands (the maps
should show depth, initial production,
and date of completion of each well,
etc., to the extent that these data are
available);

(vi) The number of pay sands and av-
erage thickness of each pay sand or
zone;

(vii) The average depth to the top of
each of the different pay sands;

(viii) The annual production of the
deposit or of the individual wells, if the
latter information is available, from
the beginning of its productivity to the
end of the taxable year, the average
number of wells producing during each
year, and the initial daily production
of each well (the extent to which oil or
gas is used for fuel on the premises
should be stated with reasonable accu-
racy);

(ix) All available data regarding
change in operating conditions, such as
unit operation, proration, flooding, use
of air-gas lift, vacuum, shooting, and
similar information, which have a di-
rect effect on the production of the de-
posit; and

(x) Available geological information
having a probable bearing on the oil
and gas content; information with re-
spect to edge water, water drive, bot-
tom hole pressures, oil-gas ratio, poros-
ity of reservoir rock, percentage of re-
covery, expected date of cessation of
natural flow, decline in estimated po-
tential, and characteristics similar to
characteristics of other known fields.

(4) For rules relating to an additional
statement to be attached to the return
when the depletion deduction is com-
puted upon a percentage of gross in-
come from the property, see § 1.613–6.

(5) A taxpayer who claims a total de-
duction of more than $200 for depletion
of mines, oil and gas wells, or other
natural deposits for the taxable year
ending on or after December 31, 1967,
and before December 31, 1968, shall sub-
mit with his return for such taxable
year a filled-out Form M (Mines and
Other Natural Deposits— Depletion
Data) or Form O (Oil and Gas Deple-
tion Data). See section 6011(a). For the
purpose of this subparagraph, the de-
termination under section 631(c) of
gain or loss upon the disposition of
coal or domestic iron ore with a re-
tained economic interest shall not be
regarded as the claiming of a deduction
for depletion. Such forms shall be filed
for any subsequent taxable year if the
Commissioner determines that the
forms are required for such year. Where
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appropriate, both Form M and Form O
shall be filed. Forms M and O shall be
deemed to be part of the return to
which they relate. If a taxpayer mines
more than one mineral, a separate
Form M shall be filed for each such
mineral. If a taxpayer has both domes-
tic and foreign properties, separate
forms shall be filed for each country in
which a taxpayer’s properties are lo-
cated. All data relating to a taxpayer’s
domestic oil and gas properties shall be
summarized on a single Form O, and
data relating to a taxpayer’s domestic
mineral properties (other than oil and
gas properties) shall be summarized on
a single Form M for each mineral.
Similarly, all data relating to a tax-
payer’s oil and gas properties in a spe-
cific foreign country shall be summa-
rized on a single Form O, and data re-
lating to a taxpayer’s mineral prop-
erties (other than oil and gas prop-
erties) in a specific foreign country
shall be summarized on a single Form
M for each mineral. In addition, the
taxpayer shall assemble, segregate, and
have readily available at his principal
place of business, the data listed in
subparagraphs (2), (3), and (4) of this
paragraph.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6938, 32 FR 17518, Dec. 7,
1967; T.D. 7170, 37 FR 5373, Mar. 15, 1972]

§ 1.611–3 Rules applicable to timber.

(a) Capital recoverable through deple-
tion allowance in case of timber. In gen-
eral, the capital remaining in any year
recoverable through depletion allow-
ances is the basis provided by section
612 and the regulations thereunder. For
the method of determining fair market
value and quantity of timber, see para-
graphs (d), (e), and (f) of this section.
For capitalization of carrying charges,
see section 1016(a)(1)(A). Amounts paid
or incurred in connection with the
planting of timber (including planting
for Christmas tree purposes) shall be
capitalized and recoverable through de-
pletion allowances. Such amounts in-
clude, for example, expenditures made
for the preparation of the timber site
for planting or for natural seeding and
the cost of seedlings. The apportion-
ment of deductions between the several
owners of economic interests in stand-

ing timber will be made as provided in
paragraph (c) of § 1.611–1.

(b) Computation of allowance for deple-
tion of timber for taxable year. (1) The
depletion of timber takes place at the
time timber is cut, but the amount of
depletion allowable with respect to
timber that has been cut may be com-
puted when the quantity of cut timber
is first accurately measured in the
process of exploitation. To the extent
that depletion is allowable in a par-
ticular taxable year with respect to
timber the products of which are not
sold during such year, the depletion so
allowable shall be included as an item
of cost in the closing inventory of such
products for such year.

(2) The depletion unit of the timber
for a given timber account in a given
year shall be the quotient obtained by
dividing (i) the basis provided by sec-
tion 1012 and adjusted as provided by
section 1016, of the timber on hand at
the beginning of the year plus the cost
of the number of units of timber ac-
quired during the year plus proper ad-
ditions to capital, by (ii) the total
number of units of timber on hand in
the given account at the beginning of
the year plus the cost of the number of
units of timber acquired during the
year plus the number of units acquired
during the year plus (or minus) the
number of units required to be added
(or deducted) by way of correcting the
estimate of the number of units re-
maining available in the account. The
number of units of timber of a given
timber account cut during any taxable
year multiplied by the depletion unit
of that timber account applicable to
such year shall be the amount of deple-
tion allowable for the taxable year.
Those taxpayers who keep their ac-
counts on a monthly basis may, at
their option, keep their depletion ac-
counts on such basis, in which case the
amount allowable on account of deple-
tion for a given month will be deter-
mined in the manner outlined herein
for a given year. The total amount of
the allowance for depletion in any tax-
able year shall be the sum of the
amounts allowable for the several tim-
ber accounts. For a description of tim-
ber accounts, see paragraphs (c) and (d)
of this section.
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(3) When a taxpayer has elected to
treat the cutting of timber as a sale or
exchange of such timber under the pro-
visions of section 631(a), he shall reduce
the timber account containing such
timber by an amount equal to the ad-
justed depletion basis of such timber.
In computing any further gain or loss
on such timber, see paragraph (e) of
§ 1.631–1.

(c) Timber depletion accounts on books.
(1) Every taxpayer claiming or expect-
ing to claim a deduction for depletion
of timber property shall keep accurate
ledger accounts in which shall be re-
corded the cost or other basis provided
by section 1012 of the property and land
together with subsequent allowable
capital additions in each account and
all other adjustments provided by sec-
tion 1016 and the regulations there-
under.

(2) In such accounts there shall be set
up separately the quantity of timber,
the quantity of land, and the quantity
of other resources, if any, and a proper
part of the total cost or value shall be
allocated to each after proper provision
for immature timber growth. See para-
graph (d) of this section. The timber
accounts shall be credited each year
with the amount of the charges to the
depletion accounts computed in ac-
cordance with paragraph (b) of this sec-
tion or the amount of the charges to
the depletion accounts shall be cred-
ited to depletion reserve accounts.
When the sum of the credits for deple-
tion equals the cost or other basis of
the timber property, plus subsequent
allowable capital additions, no further
deduction for depletion will be allowed.

(d) Aggregating timber and land for
purposes of valuation and accounting. (1)
With a view to logical and reasonable
valuation of timber, the taxpayer shall
include his timber in one or more ac-
counts. In general, each such account
shall include all of the taxpayer’s tim-
ber which is located in one block. A
block may be an operation unit which
includes all the taxpayer’s timber
which would logically go to a single
given point of manufacture. In those
cases in which the point of manufac-
ture is at a considerable distance, or in
which the logs or other products will
probably be sold in a log or other mar-
ket, the block may be a logging unit

which includes all of the taxpayer’s
timber which would logically be re-
moved by a single logging develop-
ment. Blocks may also be established
by geographical or political boundaries
or by logical management areas. Tim-
ber acquired under cutting contracts
should be carried in separate accounts
and shall not constitute part of any
block. In exceptional cases, provided
there are good and substantial reasons,
and subject to approval or revision by
the district director on audit, the tax-
payer may divide the timber in a given
block into two or more accounts. For
example, timber owned on February 28,
1913, and that purchased subsequently
may be kept in separate accounts, or
timber owned on February 28, 1913, and
the timber purchased since that date in
several distinct transactions may be
kept in several distinct accounts. Indi-
vidual tree species or groups of tree
species may be carried in distinct ac-
counts, or special timber products may
be carried in distinct accounts. Blocks
may be divided into two or more ac-
counts based on the character of the
timber or its accessibility, or scattered
tracts may be included in separate ac-
counts. If such a division is made, a
proper portion of the total value or
cost, as the case may be, shall be allo-
cated to each account.

(2) The timber accounts mentioned in
subparagraph (1) of this paragraph
shall not include any part of the value
or cost, as the case may be, of the land.
In a manner similar to that prescribed
in subparagraph (1) of this paragraph,
the land in a given block may be carried
in a single land account or may be di-
vided into two or more accounts on the
basis of its character or accessibility.
When such a division is made, a proper
portion of the total value or cost, as
the case may be, shall be allocated to
each account.

(3) The total value or total cost, as
the case may be, of land and timber
shall be equitably allocated to the tim-
ber and land accounts, respectively. In
cases in which immature timber
growth is a factor, a reasonable portion
of the total value or cost shall be allo-
cated to such immature timber, and
when the timber becomes merchant-
able such value or cost shall be recov-
erable through depletion allowances.
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(4) Each of the several land and tim-
ber accounts carried on the books of
the taxpayer shall be definitely de-
scribed as to their location on the
ground either by maps or by legal de-
scriptions.

(5) For good and substantial reasons
satisfactory to the district director, or
as required by the district director on
audit, the timber or the land accounts
may be readjusted by dividing indi-
vidual accounts, by combining two or
more accounts, or by dividing and re-
combining accounts.

(e) Determination of quantity of timber.
Each taxpayer claiming or expecting to
claim a deduction for depletion is re-
quired to estimate with respect to each
separate timber account the total units
(feet board measure, log scale, cords, or
other units) of timber reasonably
known, or on good evidence believed, to
have existed on the ground on March 1,
1913, or on the date of acquisition of
the property, whichever date is appli-
cable in determining the basis for cost
depletion. This estimate shall state as
nearly as possible the number of units
which would have been found present
by careful estimate made on the speci-
fied date with the object of deter-
mining 100 percent of the quantity of
timber which the area covered by the
specific account would have produced
on that date if all of the merchantable
timber had been cut and utilized in ac-
cordance with the standards of utiliza-
tion prevailing in that region at that
time. If subsequently during the owner-
ship of the taxpayer making the re-
turn, as the result of the growth of the
timber, of changes in standards of uti-
lization, of losses not otherwise ac-
counted for, of abandonment of timber,
or of operations or development work,
it is ascertained either by the taxpayer
or the district director that there re-
main on the ground, available for utili-
zation, more or less units of timber at
the close of the taxable year (or at the
close of the month if the taxpayer
keeps his depletion accounts on a
monthly basis) than remain in the tim-
ber account or accounts on the basis of
the original estimate, then the original
estimate (but not the basis for deple-
tion) shall be revised. The depletion
unit shall be changed when such revi-
sion has been made. The annual charge

to the depletion account with respect
to the property shall be computed by
using such revised unit for the taxable
year for which the revision is made and
all subsequent taxable years until a
change in facts requires another revi-
sion.

(f) Determination of fair market value
of timber property. (1) If the fair market
value of the property at a specified
date is the basis for depletion deduc-
tions, such value shall be determined,
subject to approval or revision by the
district director upon audit, by the
owner of the property in the light of
the most reliable and accurate infor-
mation available with reference to the
condition of the property as it existed
at that date, regardless of all subse-
quent changes, such as changes in sur-
rounding circumstances, and methods
of exploitation, in degree of utilization,
etc. Such factors as the following will
be given due consideration:

(i) Character and quality of the tim-
ber as determined by species, age, size,
condition, etc.;

(ii) The quantity of timber per acre,
the total quantity under consideration,
and the location of the timber in ques-
tion with reference to other timber;

(iii) Accessibility of the timber (loca-
tion with reference to distance from a
common carrier, the topography and
other features of the ground upon
which the timber stands and over
which it must be transported in process
of exploitation, the probable cost of ex-
ploitation and the climate and the
state of industrial development of the
locality); and

(iv) The freight rates by common car-
rier to important markets.

(2) The timber in each particular case
will be valued on its own merits and
not on the basis of general averages for
regions; however, the value placed
upon it, taking into consideration such
factors as those mentioned in this
paragraph, will be coistent with that of
other similar timber in the region. The
district director will give weight and
consideration to any and all facts and
evidence having a bearing on the mar-
ket value, such as cost, actual sales
and transfers of similar properties, the
margin between the cost of production
and the price realized for timber prod-
ucts, market value of stock or shares,
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royalties and rentals, valuation for
local or State taxation, partnership ac-
countings, records of litigation in
which the value of the property has
been involved, the amount at which the
property may have been inventoried or
appraised in probate or similar pro-
ceedings, disinterested appraisals by
approved methods, and other factors.

(g) Revaluation of timber property not
allowed. No revaluation of a timber
property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, except in the case of misrepre-
sentation or fraud or gross error as to
any facts known on the date as of
which the valuation was made. Revalu-
ation on account of misrepresentation
or fraud or such gross error will be
made only with the written approval of
the Commissioner. The depletion unit
shall be revised when such a revalu-
ation of a timber property has been
made and the annual charge to the de-
pletion account with respect to the
property shall be computed by using
such revised unit for the taxable year
for which such revision is made and for
all subsequent taxable years.

(h) Information to be furnished by tax-
payer claiming depletion of timber. A tax-
payer claiming a deduction for deple-
tion of timber and for depreciation of
plant and other improvements shall at-
tach to his income tax return a filled-
out Form T-Timber for the taxable
year covered by the income tax return,
including the following information:

(1) A map where necessary to show
clearly timber and land acquired, tim-
ber cut, and timber and land sold;

(2) Description of, cost of, and terms
of purchase of timberland or timber, or
cutting rights, including timber or
timber rights acquired under any type
of contract;

(3) Profit or loss from sale of land, or
timber, or both;

(4) Description of timber with respect
to which claim for loss, if any, is made;

(5) Record of timber cut;
(6) Changes in each timber account as

a result of purchase, sale, cutting, re-
estimate, or loss;

(7) Changes in improvements ac-
counts as the result of additions to or

deductions from capital and deprecia-
tion, and computation of profit or loss
on sale or other disposition of such im-
provements;

(8) Operation data with respect to
raw and finished material handled and
inventoried;

(9) Statement as to application of the
election under section 631(a) and perti-
nent information in support of the fair
market value claimed thereunder;

(10) Information with respect to land
ownership and capital investment in
timberland; and

(11) Any other data which will be
helpful in determining the reasonable-
ness of the depletion or depreciation
deductions claimed in the return.

§ 1.611–4 Depletion as a factor in com-
puting earnings and profits for divi-
dend purposes.

For rules with respect to computa-
tion of earnings and profits where de-
pletion is a factor in the case of cor-
porations, see paragraph (c)(1) of
§ 1.312–6.

§ 1.611–5 Depreciation of improve-
ments.

(a) In general. Section 611 provides in
the case of mines, oil and gas wells,
other natural deposits, and timber that
there shall be allowed as a deduction a
reasonable allowance for depreciation
of improvements. Such allowance shall
include exhaustion, wear and tear, and
obsolescence. The deduction allowed
under section 611 shall be determined
under the provisions of section 167 and
the regulations thereunder. For pur-
poses of section 167 the unit of produc-
tion method may, under appropriate
circumstances, be considered a reason-
able method under section 167(a), and
therefore, not subject to the limita-
tions prescribed by section 167(b).

(b) Special rules for mines, oil and gas
wells, other natural deposits and timber.
(1) For principles governing the appor-
tioning of depreciation allowances
under sections 611 and 167 in the case of
property held by one person for life
with remainder to another or in the
case of property held in trust or by an
estate, see § 1.167(h)–1.

(2) A reasonable allowance for depre-
ciation on account of obsolescence or
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decay shall be required in an appro-
priate case during periods when the im-
provement is not used in production or
is used in producing at a rate below its
normal capacity. This rule is applica-
ble whether or not the taxpayer uses
the unit of production method.

(3) See sections 615 and 616 and the
regulations thereunder for special rules
for treatment of allowances for depre-
ciation of improvements with respect
to the exploration and development of
a mine or other natural deposit (other
than oil or gas).

(4) In the case of operating oil or gas
properties, the deduction for deprecia-
tion shall be allowed for those costs of
improvements such as machinery,
tools, equipment, pipes, and other simi-
lar items and the costs of installation
which are not treated as a deductible
expense under section 263(c). See
§ 1.612–4.

(c) Accounting and recordkeeping. See
§ 1.167(a)–7 for accounting and record-
keeping requirements for taxpayers
claiming deductions under section 611
and this section.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6712, 29 FR 3655, Mar. 24,
1964; T.D. 6836, 30 FR 8902, July 15, 1965]

§ 1.612–1 Basis for allowance of cost
depletion.

(a) In general. The basis upon which
the deduction for cost depletion under
section 611 is to be allowed in respect
of any mineral or timber property is
the adjusted basis provided in section
1011 for the purpose of determining
gain upon the sale or other disposition
of such property except as provided in
paragraph (b) of this section. The ad-
justed basis of such property is the cost
or other basis determined under sec-
tion 1012, relating to the basis of prop-
erty, adjusted as provided in section
1016, relating to adjustments to basis,
and the regulations under such sec-
tions. In the case of the sale of a part
of such property, the unrecovered basis
thereof shall be allocated to the part
sold and the part retained.

(b) Special rules. (1) The basis for cost
depletion of mineral or timber prop-
erty does not include:

(i) Amounts recoverable through de-
preciation deductions, through deferred

expenses, and through deductions other
than depletion, and

(ii) The residual value of land and
improvements at the end of operations.

In the case of any mineral property the
basis for cost depletion does not in-
clude amounts representing the cost or
value of land for purposes other than
mineral production. Furthermore, in
the case of certain mineral properties,
such basis does not include exploration
or development expenditures which are
treated under section 615(b) or 616(b) as
deferred expenses to be taken into ac-
count as deductions on a ratable basis
as the units of minerals benefited
thereby are produced and sold. How-
ever, there shall be included in the
basis for cost depletion of oil and gas
property the amounts of capitalized
drilling and development costs which,
as provided in § 1.612–4, are recoverable
through depletion deductions. In the
case of timber property, the basis for
cost depletion does not include
amounts representing the cost or value
of land.

(2) Where a taxpayer elects to treat
the cutting of timber as a sale or ex-
change of such timber, the basis for
cost depletion shall be the fair market
value of such timber as of the first day
of the taxable year in which such tim-
ber is cut and such value shall be con-
sidered for such taxable year and all
subsequent taxable years as the cost of
such timber for all purposes for which
such cost is a necessary factor. See sec-
tion 631(a).

(c) Cross references. In cases where the
valuation, revaluation, or mineral con-
tent of deposits is a factor, see para-
graphs (c), (d), (e), and (f) of § 1.611–2. In
cases where the valuation, revaluation,
or quantity of timber is a factor, see
paragraphs (e), (f), and (g) of § 1.611–3.
For definitions of the terms property,
fair market value, mineral enterprise, min-
eral deposit, and minerals, see paragraph
(d) of § 1.611–1. For rules with respect to
treatment of depletion accounts on
taxpayers’ books, see paragraph (b) of
§ 1.611–2 in the case of mineral prop-
erty, and paragraph (c) of § 1.611–3 in
the case of timber property.
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§ 1.612–2 Allowable capital additions
in case of mines.

(a) In general. Expenditures for im-
provements and for replacements, not
including expenditures for ordinary
and necessary maintenance and re-
pairs, shall ordinarily be charged to
capital account recoverable through
depreciation deductions. Expenditures
for equipment (including its installa-
tion and housing) and for replacements
thereof, which are necessary to main-
tain the normal output solely because
of the recession of the working faces of
the mine and which:

(1) Do not increase the value of the
mine, or

(2) Do not decrease the cost of pro-
duction of mineral units, or

(3) Do not represent an amount ex-
pended in restoring property or in
making good the exhaustion thereof for
which an allowance is or has been made
shall be deducted as ordinary and nec-
essary business expenses.

(b) Special rule. For special provisions
applicable to treatment of expendi-
tures for certain exploration and devel-
opment costs (other than for the acqui-
sition, restoration, or betterment of
improvements) with respect to min-
erals other than oil or gas, see sections
615 and 616 and the regulations there-
under.

§ 1.612–3 Depletion; treatment of
bonus and advanced royalty.

(a) Bonus. (1) If a bonus in addition to
royalties is received upon the grant of
an economic interest in a mineral de-
posit, or standing timber, there shall
be allowed to the payee as a cost deple-
tion deduction in respect of the bonus
an amount equal to that proportion of
his basis for depletion as provided in
section 612 and § 1.612–1 which the
amount of the bonus bears to the sum
of the bonus and the royalties expected
to be received. Such allowance shall be
deducted from the payee’s basis for de-
pletion and the remainder of the basis
is recoverable through depletion deduc-
tions as the royalties are thereafter re-
ceived. (But see paragraph (e) of this
section.) For example, a taxpayer
leases mineral property to another re-
serving a one-eighth royalty and in ad-
dition receives a bonus of $10,000. As-
suming that the taxpayer’s basis with

respect to the mineral property is
$21,000 and that the royalties expected
to be received are estimated to total
$20,000, the depletion on the bonus
would be $7,000:

[$21,000 (basis)×$10,000 (bonus)]÷$30,000 (bonus
plus estimated royalties).

The remaining $14,000 of basis will be
recovered through depletion as the roy-
alties are received.

(2) If the grant of an economic inter-
est in a mineral deposit or standing
timber with respect to which a bonus
was received expires, terminates, or is
abandoned before there has been any
income derived from the extraction of
mineral or cutting of timber, the payee
shall adjust his capital account by re-
storing thereto the depletion deduction
taken on the bonus and a cor-
responding amount must be returned
as income in the year of such expira-
tion, termination, or abandonment.

(3) In the case of the payor, payment
of the bonus constitutes a capital in-
vestment made for the acquisition of
an economic interest in a mineral de-
posit or standing timber recoverable
through the depletion allowance. See
paragraph (c)(5)(ii) of § 1.613–2 in cases
in which percentage depletion is used.

(b) Advanced royalties. (1) If the owner
of an operating interest in a mineral
deposit or standing timber is required
to pay royalties on a specified number
of units of such mineral or timber an-
nually whether or not extracted or cut
within the year, and may apply any
amounts paid on account of units not
extracted or cut within the year
against the royalty on the mineral or
timber thereafter extracted or cut, the
payee shall compute cost depletion on
the number of units so paid for in ad-
vance of extraction or cutting and
shall treat the amount so determined
as an allowable deduction for depletion
from the gross income of the year in
which such payment or payments are
made. No deduction for depletion by
such payee shall be claimed or allowed
in any subsequent year on account of
the extraction or cutting in such year
of any mineral or timber so paid for in
advance and for which deduction has
once been made. (But see paragraph (e)
of this section.)
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(2) If the right to extract minerals or
to cut timber against which the ad-
vanced royalties may be applied ex-
pires, terminates, or is abandoned be-
fore all such minerals or timber have
been extracted or cut, the payee shall
adjust his capital account by restoring
thereto the depletion deductions made
in prior years on account of any units
of mineral or timber paid for in ad-
vance but not extracted or cut, and a
corresponding amount must be re-
turned as income for the year of such
expiration, termination or abandon-
ment. (But see paragraph (e) of this
section.)

(3) The payor shall treat the ad-
vanced royalties paid or accrued in
connection with mineral property as
deductions from gross income for the
year the mineral product, in respect of
which the advanced royalties were paid
or accrued, is sold. For purposes of the
preceding sentence, in the case of min-
eral sold before production the mineral
product is considered to be sold when
the mineral is produced (i.e., when a
mineral product first exists). However,
in the case of advanced mineral royal-
ties paid or accrued in connection with
mineral property as a result of a min-
imum royalty provision, the payor, at
his option, may instead treat the ad-
vanced royalties as deductions from
gross income for the year in which the
advanced royalties are paid or accrued.
See section 446 (relating to general rule
for methods of accounting) and the reg-
ulations thereunder. For purposes of
this paragraph, a minimum royalty
provision requires that a substantially
uniform amount of royalties be paid at
least annually either over the life of
the lease or for a period of at least 20
years, in the absence of mineral pro-
duction requiring payment of aggre-
gate royalties in a greater amount. For
purposes of the preceding sentence, in
the case of a lease which is subject to
renewal or extension, the period for
which it can be renewed or extended
shall be treated as part of the term of
the original lease. For special rules ap-
plicable when the payor is a sublessor
of coal or domestic iron ore, see para-
graph (b)(3) of § 1.631–3. Every taxpayer
who pays or accrues advanced royalties
resulting from a minimum royalty pro-
vision must make an election as to the

treatment of all such advanced royal-
ties in his return for the first taxable
year ending after December 31, 1939, in
which the advanced royalties are paid
or accrued. The taxpayer’s treatment
of the advanced royalties for the first
year shall be deemed to be the exercise
of the election. Accordingly, a failure
to deduct the advanced royalties for
that year will constitute an election to
have all the advanced royalties treated
as deductions for the year of the sale of
the mineral product in respect of which
the advanced royalties are paid or ac-
crued. See section 7807(b)(2). For addi-
tional rules relating to elections in the
case of partners and partnerships, see
section 703(b) and the regulations
thereunder. the provisions of this sub-
paragraph do not allow as deductions
from gross income amounts disallowed
as deductions under other provisions of
the Code, such as section 461 (relating
to general rule for taxable year of de-
duction), section 465 (relating to deduc-
tions limited to amount at risk in case
of certain activities), or section 704(d)
(relating to limitation on allowance to
partners of partnership losses).

(4) The application of subparagraphs
(2) and (3) of this paragraph may be il-
lustrated by the following examples:

Example 1. B leased certain mineral lands
from A under a lease in which A reserved a
royalty of 10 cents a ton on minerals mined
and sold by B. The lease also provided that B
had to pay an annual minimum royalty of
$10,000 representing the amount due on
100,000 tons of the particular mineral wheth-
er or not B mined and sold that amount. It
was further provided that, if B did not mine
and sell 100,000 tons in any year, he could
mine and sell in any subsequent year the
amount of mineral on which he had paid the
royalty without the payment of any addi-
tional royalty. However, this right of
recoupment was limited to minerals mined
and sold in any later year in excess of the
100,000 tons represented by the $10,000 min-
imum royalty required to be paid for that
later year. Assume that in 1956 B paid A the
minimum royalty of $10,000, but mined and
sold only 60,000 tons of the mineral and that
in 1957 he abandoned the lease without any
further production. Since the $10,000 rep-
resents royalties on 100,000 tons of mineral
and only 60,000 tons were mined and sold, A
must restore in 1957 to his capital account
the depletion deductions taken in 1956 on
$4,000 on account of the 40,000 tons paid for in
advance but not mined and sold, and must
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also return the corresponding amount as in-
come in 1957.

Example 2. Assume that B, under the lease
in example 1, paid the $10,000 minimum roy-
alty and mined no minerals in 1956 but that
in 1957 B mined and sold 200,000 tons of min-
eral. If this is B’s first such expenditure, B
has an option, for the purpose of computing
taxable income under section 63, to deduct in
1956 the $10,000 paid in that year although no
mineral was mined, or to take the deduction
in 1957 when the mineral, for which the
$10,000 was paid in 1956, was mined and sold.
(For treatment under percentage depletion,
see example in paragraph (c)(5)(iii) of § 1.613–
2.)

(c) Delay rental. (1) A delay rental is
an amount paid for the privilege of de-
ferring development of the property
and which could have been avoided by
abandonment of the lease, or by com-
mencement of development operations,
or by obtaining production.

(2) Since a delay rental is in the na-
ture of rent it is ordinary income to
the payee and not subject to depletion.
The payor may at his election deduct
such amount as an expense, or under
section 266 and the regulations there-
under, charge it to depletable capital
account.

(d) Percentage depletion deduction with
respect to bonus and advanced royalty. In
lieu of the allowance based on cost de-
pletion computed under paragraphs (a)
and (b) of this section, the payees re-
ferred to therein may be allowed a de-
pletion deduction in respect of any
bonus or advanced royalty for the tax-
able year in an amount computed on
the basis of the percentage of gross in-
come from the property as provided in
section 613 and the regulations there-
under. However, for special rules appli-
cable to certain bonuses and advanced
royalties received in connection with
oil or gas properties, see paragraph (j)
of § 1.613A–3.

(e) Cross reference. In the case of bo-
nuses and advanced royalties received
in connection with a contract of dis-
posal of timber covered by section
631(b) or coal or iron ore covered by
section 631(c), see that section and the
regulations thereunder.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6841, 30 FR 9305, July 27,
1965; T.D. 7523, 42 FR 63641, Dec. 19, 1977; T.D.
8348, 56 FR 21938, May 13, 1991]

§ 1.612–4 Charges to capital and to ex-
pense in case of oil and gas wells.

(a) Option with respect to intangible
drilling and development costs. In accord-
ance with the provisions of section
263(c), intangible drilling and develop-
ment costs incurred by an operator
(one who holds a working or operating
interest in any tract or parcel of land
either as a fee owner or under a lease
or any other form of contract granting
working or operating rights) in the de-
velopment of oil and gas properties
may at his option be chargeable to cap-
ital or to expense. This option applies
to all expenditures made by an oper-
ator for wages, fuel, repairs, hauling,
supplies, etc., incident to and nec-
essary for the drilling of wells and the
preparation of wells for the production
of oil or gas. Such expenditures have
for convenience been termed intangible
drilling and development costs. They
include the cost to operators of any
drilling or development work (exclud-
ing amounts payable only out of pro-
duction or gross or net proceeds from
production, if such amounts are deplet-
able income to the recipient, and
amounts properly allocable to cost of
depreciable property) done for them by
contractors under any form of con-
tract, including turnkey contracts. Ex-
amples of items to which this option
applies are, all amounts paid for labor,
fuel, repairs, hauling, and supplies, or
any of them, which are used:

(1) In the drilling, shooting, and
cleaning of wells,

(2) In such clearing of ground, drain-
ing, road making, surveying, and geo-
logical works as are necessary in prep-
aration for the drilling of wells, and

(3) In the construction of such der-
ricks, tanks, pipelines, and other phys-
ical structures as are necessary for the
drilling of wells and the preparation of
wells for the production of oil or gas.

In general, this option applies only to
expenditures for those drilling and de-
veloping items which in themselves do
not have a salvage value. For the pur-
pose of this option, labor, fuel, repairs,
hauling, supplies, etc., are not consid-
ered as having a salvage value, even
though used in connection with the in-
stallation of physical property which
has a salvage value. Included in this
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option are all costs of drilling and de-
velopment undertaken (directly or
through a contract) by an operator of
an oil and gas property whether in-
curred by him prior or subsequent to
the formal grant or assignment to him
of operating rights (a leasehold inter-
est, or other form of operating rights,
or working interest); except that in
any case where any drilling or develop-
ment project is undertaken for the
grant or assignment of a fraction of the
operating rights, only that part of the
costs thereof which is attributable to
such fractional interest is within this
option. In the excepted cases, costs of
the project undertaken, including de-
preciable equipment furnished, to the
extent allocable to fractions of the op-
erating rights held by others, must be
capitalized as the depletable capital
cost of the fractional interest thus ac-
quired.

(b) Recovery of optional items, if cap-
italized. (1) Items returnable through
depletion: If the taxpayer charges such
expenditures as fall within the option
to capital account, the amounts so cap-
italized and not deducted as a loss are
returnable through depletion insofar as
they are not represented by physical
property. For the purposes of this sec-
tion the expenditures for clearing
ground, draining, road making, sur-
veying, geological work, excavation,
grading, and the drilling, shooting, and
cleaning of wells, are considered not to
be represented by physical property,
and when charged to capital account
are returnable through depletion.

(2) Items returnable through depre-
ciation: If the taxpayer charges such
expenditures as fall within the option
to capital account, the amounts so cap-
italized and not deducted as a loss are
returnable through depreciation inso-
far as they are represented by physical
property. Such expenditures are
amounts paid for wages, fuel, repairs,
hauling, supplies, etc., used in the in-
stallation of casing and equipment and
in the construction on the property of
derricks and other physical structures.

(3) In the case of capitalized intan-
gible drilling and development costs in-
curred under a contract, such costs
shall be allocated between the fore-
going classes of items specified in sub-
paragraphs (1) and (2) for the purpose of

determining the depletion and depre-
ciation allowances.

(4) Option with respect to cost of
nonproductive wells: If the operator
has elected to capitalize intangible
drilling and development costs, then an
additional option is accorded with re-
spect to intangible drilling and devel-
opment costs incurred in drilling a
nonproductive well. Such costs in-
curred in drilling a nonproductive well
may be deducted by the taxpayer as an
ordinary loss provided a proper elec-
tion is made in the return for the first
taxable year beginning after December
31, 1942, in which such a nonproductive
well is completed. Such election with
respect to intangible drilling and de-
velopment costs of nonproductive wells
is a new election, and, when made,
shall be binding for all subsequent
years. Any taxpayer who incurs op-
tional drilling and development costs
in drilling a nonproductive well must
make a clear statement of election
under this option in the return for the
first taxable year beginning after De-
cember 31, 1942, in which such non-
productive well is completed. The ab-
sence of a clear indication in such re-
turn of an election to deduct as ordi-
nary losses intangible drilling and de-
velopment costs of nonproductive wells
shall be deemed to be an election to re-
cover such costs through depletion to
the extent that they are not rep-
resented by physical property, and
through depreciation to the extent
that they are represented by physical
property.

(c) Nonoptional items distinguished. (1)
Capital items: The option with respect
to intangible drilling and development
costs does not apply to expenditures by
which the taxpayer acquires tangible
property ordinarily considered as hav-
ing a salvage value. Examples of such
items are the costs of the actual mate-
rials in those structures which are con-
structed in the wells and on the prop-
erty, and the cost of drilling tools,
pipe, casing, tubing, tanks, engines,
boilers, machines, etc. The option does
not apply to any expenditure for wages,
fuel, repairs, hauling, supplies, etc., in
connection with equipment, facilities,
or structures, not incident to or nec-
essary for the drilling of wells, such as
structures for storing or treating oil or
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gas. These are capital items and are re-
turnable through depreciation.

(2) Expense items: Expenditures
which must be charged off as expense,
regardless of the option provided by
this section, are those for labor, fuel,
repairs, hauling, supplies, etc., in con-
nection with the operation of the wells
and of other facilities on the property
for the production of oil or gas.

(d) Manner of making election. The op-
tion granted in paragraph (a) of this
section to charge intangible drilling
and development costs to expense may
be exercised by claiming intangible
drilling and development costs as a de-
duction on the taxpayer’s return for
the first taxable year in which the tax-
payer pays or incurs such costs; no for-
mal statement is necessary. If the tax-
payer fails to deduct such costs as ex-
penses in such return, he shall be
deemed to have elected to recover such
costs through depletion to the extent
that they are not represented by phys-
ical property, and through depreciation
to the extent that they are represented
by physical property.

(e) Effect of option and election. This
section does not grant a new option
under paragraph (a) of this section or
new election under paragraph (b) of
this section. Section 3 of the Act of Oc-
tober 23, 1962 (Public Law 87–863, 76
Stat. 1142) granted any taxpayer who
had exercised an option to capitalize
intangible drilling and development
costs under Regulations 111, § 29.23(m)–
16 (1939 Code) or Regulations 118,
§ 39.23(m)–16 (1939 Code) a new option
for the first taxable year ending after
October 22, 1962, to deduct such costs as
expenses. Unless he has exercised the
new option granted by such Act, any
taxpayer who exercised an option or
made an election under the regulations
described in the preceding sentence is,
by such option or election, bound with
respect to all intangible drilling and
development costs (whether made be-
fore January 1, 1954, or after December
31, 1953) in connection with oil and gas
properties. See section 7807(b)(2). Any
taxpayer who has not made intangible
drilling and development expenditures
in any taxable year beginning after De-
cember 31, 1942, prior to his first tax-
able year beginning after December 31,
1953, and ending after August 16, 1954,

must exercise the option granted in
paragraph (a) of this section in the re-
turn for the first taxable year in which
the taxpayer pays or incurs such ex-
penditures. If such return is required
by law (including extensions thereof)
to be filed before November 1, 1965, the
option under paragraph (a) of this sec-
tion, or the election under paragraph
(b) of this section, may be exercised or
changed not later than November 1,
1965. The exercise of or change in such
option or election shall be effective
with respect to the earliest taxable
year to which the option or election is
applicable in respect of which assess-
ment of a deficiency or credit or refund
of an overpayment, as the case may be,
resulting from such exercise or change
is not prevented by any law or rule of
law on the date such option is exer-
cised or such election is made. Any
such option or election shall be binding
upon the taxpayer for the first taxable
year for which it is effective and for all
subsequent taxable years.

[T.D. 6836, 30 FR 8902, July 15, 1965]

§ 1.612–5 Charges to capital and to ex-
pense in case of geothermal wells.

(a) Option with respect to intangible
drilling and development costs. In accord-
ance with the provisions of section
263(c), intangible drilling and develop-
ment costs incurred by an operator
(one who holds a working or operating
interest in any tract or parcel of land
either as a fee owner or under a lease
or any other form of contract granting
working or operating rights) in the de-
velopment of a geothermal deposit (as
defined in section 613(e)(3) and the reg-
ulations thereunder) may at the opera-
tor’s option be chargeable to capital or
to expense. This option applies to all
expenditures made by an operator for
wages, fuel, repairs, hauling, supplies,
etc., incident to and necessary for the
drilling of wells and the preparation of
wells for the production of geothermal
steam or hot water. Such expenditures
have for convenience been termed in-
tangible drilling and development
costs. They include the cost to opera-
tors of any drilling or development
work (excluding amounts payable only
out of production or gross or net pro-
ceeds from production, if such amounts
are depletable income to the recipient,
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and amounts properly allocable to cost
of depreciable property) done for them
by contractors under any form of con-
tract, including turnkey contracts. Ex-
amples of items to which this option
applies are all amounts paid for labor,
fuel, repairs, hauling, and supplies, or
any of them, which are used:

(1) In the drilling, shooting, and
cleaning of wells,

(2) In such clearing of ground, drain-
ing, road making, surveying, and geo-
logical work as are necessary in prepa-
ration for the drilling of wells, and

(3) In the construction of such der-
ricks, tanks, pipelines, and other phys-
ical structures as are necessary for the
drilling of wells and the preparation of
wells for the production of geothermal
steam or hot water.
In general, this option applies only to
expenditures for those drilling and de-
veloping items which in themselves do
not have a salvage value. For the pur-
pose of this option, labor, fuel, repairs,
hauling, supplies, etc. are not consid-
ered as having a salvage value, even
though used in connection with the in-
stallation of physical property which
has a salvage value. Included in this
option are all costs of drilling and de-
velopment undertaken (directly or
through a contract) by an operator of a
geothermal property whether incurred
by the operator prior or subsequent to
the formal grant or assignment of oper-
ating rights (a leasehold interest, or
other form of operating rights, or
working interest); except that in any
case where any drilling or development
project is undertaken for the grant or
assignment of a fraction of the oper-
ating rights, only that part of the costs
thereof which is attributable to such
fractional interest is within this op-
tion. In the excepted cases, costs of the
project undertaken, including depre-
ciable equipment furnished, to the ex-
tent allocable to fractions of the oper-
ating rights held by others, must be
capitalized as the depletable capital
cost of the fractional interest thus ac-
quired.

(b) Recovery of optional items, if cap-
italized. (1) Items recoverable through
depletion: If the taxpayer charges such
expenditures as fall within the option
to capital account, the amounts so cap-
italized and not deducted as a loss are

recoverable through depletion insofar
as they are not represented by physical
property. For the purposes of this sec-
tion the expenditures for clearing
ground, draining, road making, sur-
veying, geological work, excavation,
grading, and the drilling, shooting, and
cleaning of wells, are considered not to
be represented by physical property,
and when charged to capital account
are recoverable through depletion.

(2) Items recoverable through depre-
ciation: If the taxpayer charges such
expenditures as fall within the option
to capital account, the amounts so cap-
italized and not deducted as a loss are
recoverable through depreciation inso-
far as they are represented by physical
property. Such expenditures are
amounts paid for wages, fuel, repairs,
hauling, supplies, etc. used in the in-
stallation of casing and equipment and
in the construction on the property of
derricks and other physical structures.

(3) In the case of capitalized intan-
gible drilling and development costs in-
curred under a contract, such costs
shall be allocated between the fore-
going classes of items specified in para-
graphs (b)(1) and (2) of this section for
the purpose of determining the deple-
tion and depreciation allowances.

(4) Option with respect to cost of
nonproductive wells: If the operator
has elected to capitalize intangible
drilling and development costs; then an
additional option is accorded with re-
spect to intangible drilling and devel-
opment costs incurred in drilling a
nonproductive well. Such costs in-
curred in drilling a nonproductive well
may be deducted by the taxpayer as an
ordinary loss provided a proper elec-
tion is made in the taxpayer’s original
or amended return for the first taxable
year ending on or after October 1, 1978,
in which such a nonproductive well is
completed. The taxpayer must make a
clear statement of election under this
option in the return or amended re-
turn. The election may be revoked by
the filing of an amended return that
does not contain such a statement. The
absence of a clear indication in such re-
turn of an election to deduct as ordi-
nary losses intangible drilling and de-
velopment costs of nonproductive wells
shall be deemed to be an election to re-
cover such costs through depletion to
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the extent that they are not rep-
resented by physical property, and
through depreciation to the exent that
they are represented by physical prop-
erty. Upon the expiration of the time
for filing a claim for credit or refund of
any overpayment of tax imposed by
chapter 1 of the Code with respect to
the first taxable year ending on or
after October 1, 1978 in which a non-
productive well is completed, the tax-
payer is bound for all subsequent years
by his exercise of the option to deduct
intangible drilling and development
costs of nonproductive wells as an ordi-
nary loss or his deemed election to re-
cover such costs through depletion or
depreciation.

(c) Nonoptional items distinguished—(1)
Capital Items: The option with respect
to intangible drilling and development
costs does not apply to expenditures by
which the taxpayer acquires tangible
property ordinarily considered as hav-
ing a salvage value. Examples of such
items are the costs of the actual mate-
rials in those structures which are con-
structed in the wells and on the prop-
erty, and the cost of drilling tools,
pipe, casing, tubing, tanks, engines,
boilers, machines, etc. The option does
not apply to any expenditure for wages,
fuel, repairs, hauling, supplies, etc., in
connection with equipment, facilities,
or structures, not incident to or nec-
essary for the drilling of wells, such as
structures for treating geothermal
steam or hot water. These are capital
items and are recoverable through de-
preciation.

(2) Expense items: Expenditures which
must be charged off as expense, regard-
less of the option provided by this sec-
tion, are those for labor, fuel, repairs,
hauling, supplies, etc., in connection
with the operation of the wells and of
other facilities on the property for the
production of geothermal steam or hot
water.

(d) Manner of making election. The op-
tion granted in paragraph (a) of this
section to charge intangible drilling
and development costs to expense may
be exercised by claiming intangible
drilling and development costs as a de-
duction on the taxpayer’s original or
amended return for the first taxable
year ending on or after October 1, 1978,
in which the taxpayer pays or incurs

such costs with respect to a geo-
thermal well commenced on or after
that date. No formal statement is nec-
essary. The exercise of the option may
be revoked by the filing of an amended
return that does not claim such a de-
duction. If the taxpayer fails to deduct
such costs as expenses in any such re-
turn, he shall be deemed to have elect-
ed to recover such costs through deple-
tion to the extent that they are not
represented by physical property, and
through depreciation to the extent
that they are represented by physical
property. Upon the expiration of the
time for filing a claim for credit or re-
fund of any overpayment of tax im-
posed by chapter 1 of the Code with re-
spect to the first taxable year ending
on or after October 1, 1978, in which the
taxpayer pays or incurs intangible
drilling and development costs with re-
spect to a goethermal well commenced
on or after that date, the taxpayer is
bound by his exercise of the option to
charge such costs to expense or his
deemed election to recover such costs
through depletion or depreciation for
that year and for all subsequent years.

(e) Effective date. The option granted
by paragraph (a) of this section is
available only for taxable years ending
on or after October 1, 1978, with respect
to geothermal wells commenced on or
after that date.

(Secs. 263, 9805, Internal Revenue Code of 1954
(92 Stat. 3201, 26 U.S.C. 362; 68A Stat. 917, 26
U.S.C. 7805))

[T.D. 7806, 47 FR 4061, Jan. 28, 1982]

§ 1.613–1 Percentage depletion; general
rule.

(a) In general. In the case of a tax-
payer computing the deduction for de-
pletion under section 611 with respect
to minerals on the basis of a percent-
age of gross income from the property,
as defined in section 613(c) and §§ 1.613–
3 and 1.613–4, the deduction shall be the
percentage of the gross income as spec-
ified in section 613(b) and § 1.613–2. The
deduction shall not exceed 50 percent
(100 percent in the case of oil and gas
properties for taxable years beginning
after December 31, 1990) of the tax-
payer’s taxable income from the prop-
erty (computed without regard to the
allowance for depletion). The taxable
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1 Not applicable if the rate prescribed in
subparagraph (2) of this paragraph is applica-
ble.

2 The rate prescribed in this subparagraph
does not apply except to the extent that alu-
mina and aluminum compounds are ex-
tracted therefrom.

3 Applicable only for taxable years begin-
ning before January 1, 1964.

4 Applicable only for taxable years begin-
ning after December 31, 1963.

income shall be computed in accord-
ance with § 1.613–5. In no case shall the
deduction for depletion computed
under this section be less than the de-
duction computed upon the cost or
other basis of the property provided in
section 612 and the regulations there-
under. The apportionment of the de-
duction between the several owners of
economic interests in a mineral deposit
will be made as provided in paragraph
(c) of § 1.611–1. For rules with respect to
‘‘gross income from the property’’ and
for definition of the term ‘‘mining,’’
see §§ 1.613–3 and 1.613–4. For definitions
of the terms ‘‘property,’’ ‘‘mineral de-
posit,’’ and ‘‘minerals,’’ see paragraph
(d) of § 1.611–1.

(b) Denial of percentage depletion in
case of oil and gas wells. Except as oth-
erwise provided in section 613A and the
regulations thereunder, in the case of
oil or gas which is produced after De-
cember 31, 1974, and to which gross in-
come is attributable after that date,
the allowance for depletion shall be
computed without regard to section
613.

[T.D. 8348, 56 FR 21938, May 13, 1991, as
amended by T.D. 8437, 57 FR 43899, Sept. 23,
1992]

§ 1.613–2 Percentage depletion rates.

(a) In general. Subject to the provi-
sions of paragraph (b) of this section
and as provided in section 613(b), in the
case of mines, wells, or other natural
deposits, a taxpayer may deduct as an
allowance for depletion under section
611 the percentages of gross income
from the property as set forth in sub-
paragraphs (1), (2), and (3) of this para-
graph.

(1) Without regard to situs of deposits.
The following rates are applicable to
the minerals listed in this subpara-
graph regardless of the situs of the de-
posits from which the minerals are pro-
duced:

(i) 271⁄2 percent—Gas wells, oil wells.
(ii) 23 percent—Sulfur, uranium.
(iii) 15 percent—Ball clay, bentonite, china

clay, metal mines,1 sagger clay, rock as-
phalt, vermiculite.

(iv) 10 percent—Asbestos, 1 brucite, coal,
lignite, perlite, sodium chloride, wollas-
tonite.

(v) 5 percent—Brick and tile clay, gravel,
mollusk shells (including clam shells and
oyster shells), peat, pumice, sand, scoria,
shale, stone (except dimension or orna-
mental stone). If from brine wells—Bromine,
calcium chloride, magnesium chloride.

(2) Production from United States de-
posits. A rate of 23 percent is applicable
to the minerals listed in this subpara-
graph if 2produced from deposits within
the United States:3

Anorthosite.2
Asbestos.
Bauxite.
Beryl.3
Celestite.
Chromite.
Corundum.
Fluorspar.
Graphite.

Ilmenite.
Kyanite.
Mica.
Olivine.
Quartz crystals

(radio grade).
Rutile.
Block Steatite talc.
Zircon.

Ores of the following metals—

Antimony.
Beryllium. 4

Bismuth.
Cadmium.
Cobalt.
Columbium.
Lead
Lithium.
Manganese.
Mercury.

Nickel.
Platinum.
latinum group

metals.
Tantalum.
Thorium.
Tin.
Titanium.
Tungsten.
Vanadium.
Zinc.

(3) Other minerals. A rate of 15 percent
is applicable to the minerals listed in
this subparagraph regardless of the
situs of the deposits from which the
minerals are produced, provided the
minerals are not used or sold for use by
the mine owner or operator as rip rap,
ballast, road material, rubble, concrete
aggregates, or for similar purposes. If,
however, such minerals are sold or used
for the purposes described in the pre-
ceding sentence, a rate of 5 percent is
applicable to any of such minerals un-
less sold on bid in direct competition
with a bona fide bid to sell any of the
minerals listed in subdivision (iii) of
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5 Applicable only for taxable years begin-
ning before January 1, 1964.

6 Not applicable for taxable years begin-
ning after December 31, 1960.

7 The 15-percent rate is applicable only to
stone used or sold for use by the mine owner
or operator as dimension stone or orna-
mental stone.

subparagraph (1) of this paragraph, in
which case the rate is 15 percent. In ad-
dition, the provisions of this subpara-
graph are not applicable with respect
to any of the minerals listed herein if
the rate prescribed in subparagraph (2)
of this paragraph is applicable.

Aplite.
Barite.
Bauxite.
Beryl.5
Borax.
Calcium carbonates.

Clay, refractory and
fire.6

Diatomaceous earth.
Dolomite.
Fedlspar.
Flake Graphite.

(4) For purposes of this section, the
term all other minerals does not include
(i) soil, sod, dirt, turf, water, or
mosses; or (ii) minerals from sea water,
the air, or similar inexhaustible
sources. However, the term all other
minerals is not limited in meaning to
the minerals listed in section 613(b),
but includes all other minerals (except
those to which a specific percentage
rate applies under subparagraphs (1),
(2), (3), (4), and (5) of section 613(b)):
For example, gypsum, novaculite, nat-
ural mineral pigments, quartz sand and
quartz pebbles, graphite and kyanite (if
section 613(b)(2)(B) does not apply), and
anorthosite to the extent that alumina
and aluminum compounds are not ex-
tracted therefrom. The 15–percent rate
applies to such all other minerals when
used or sold for use by the mine owner
or operator for purposes other than as
rip rap, ballast, road material, rubble,
concrete aggregates, or for similar pur-
poses. When any such minerals are
used or sold for use by the mine owner
or operator as rip rap, ballast, road ma-
terial, rubble, concrete aggregates, or
for similar purposes, the 5–percent rate
applies except that, when sold for such
use by the mine owner or operator on a
bid in direct competition with a bona
fide bid to sell a mineral listed in sec-
tion 613(b)(3), the 15-percent rate ap-
plies. For example, limestone sold on a
bid in direct competition with a bona
fide bid to sell rock asphalt for road
building purposes may be entitled to a
15-percent rate. In every case the tax-
payer must establish to the satisfac-
tion of the district director that there

was a bona fide bid to sell a mineral
listed under section 613(b)(3) by a per-
son other than the taxpayer, and that
the mineral sold by the taxpayer was
sold on a bid in direct competition with
such bona fide bid to sell such other
material.7

Fluorspar
Fullers earth.
Barnet.
Gilsonite.
Granite
Lepidolite.
Limestone.
Magnesite.
Magnesium

carbonates
Marble.
Mica
Phosphate rock.

Potash.
Quartzite.
Slate.
Soapstone.
Spodumene.
Stone (dimension or 7

ornamental).
Talc (including

pyrophyllite).
Thernardite.
Tripoli.
Trona.
All other minerals

(b) Definition of terms. (1) For pur-
poses of this section, the minerals indi-
cated below shall have the following
meanings:

(i) Clay, brick and tile—Clay used or
sold for use in the manufacture of com-
mon brick, drain and roofing tile,
sewer pipe, flower pots, and kindred
products (other than clay specifically
identified as a clay for which a 15 per-
cent rate of percentage allowance is
provided).

(ii) Clay, refractory and fire—Clay
which has a pyrometric cone equiva-
lent of 19 or higher.

(iii) Pumice—All pumice including
pumicite.

(iv) Scoria—Only scoria produced
from natural deposits.

(2) For purposes of this section, the
term United States means the States
and the District of Columbia. See sec-
tion 7701(a)(9).

(3) For purposes of this section, the
term dimension stone means blocks and
slabs of natural stone, subsequently
cut to definite shapes and sizes and
used or sold for such uses as building
stone (excluding rubble), monumental
stone, paving blocks, curbing and flag-
ging. For purposes of this section, orna-
mental stone means blocks and slabs of
natural stone, subsequently cut to defi-
nite shapes and sizes and used or sold
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for use for making ornaments or stat-
ues.

(c) Rules for application of paragraph
(a) of this section. (1) In no case may the
allowance for depletion computed upon
the basis of a percentage of gross in-
come from the property exceed 50 per-
cent of the taxpayer’s taxable income
from the property (computed without
allowance for depletion). For rules re-
lating to the computation of such tax-
able income, see § 1.613–5.

(2) In cases in which there are pro-
duced from a mineral property two or
more minerals, each entitled to a dif-
ferent percentage depletion rate under
section 613(b) and this section or any of
which is entitled to cost depletion
only, the percentage depletion allow-
ance is the sum of the results obtained
by applying the percentage applicable
to each mineral (zero, if not entitled to
percentage depletion) to the gross in-
come from the property attributable to
such mineral. The sum so computed is
subject to the limitation provided in
section 613(a) and § 1.613–1, that is, 50
percent of the taxpayer’s taxable in-
come from the property (computed
without allowance for depletion). Such
taxable income (computed in accord-
ance with § 1.613–4) is the total taxable
income resulting from the sale of all
minerals produced from the mineral
property (as defined in section 614 and
the regulations thereunder). The provi-
sions of this subparagraph may be il-
lustrated by the following examples:

Example 1. Pyrite, an iron sulfide, may be
sold for either its sulfur content or its iron
content, or both. Sulfur is entitled to a per-
centage depletion deduction based on 23 per-
cent of gross income from the property
whereas the percentage depletion deduction
for iron is based on 15 percent of such gross
income. Therefore, in the case of a taxpayer
who sells pyrite for both its sulfur and iron
content, 23 percent of his gross income from
sulfur plus 15 percent of his gross income
from iron would be his maximum allowable
percentage depletion deduction. However,
this maximum deduction would be subject to
the limitation provided for in section 613(a),
i.e., 50 percent of taxable income from the prop-
erty (computed without allowance for deple-
tion), such taxable income being the overall
taxable income resulting from the sale of
both minerals contained in the deposit.

Example 2. Oil and gas are produced from a
single mineral property of a taxpayer who
operates a retail outlet for the sale of oil

products within the meaning of section
613A(d)(2). The taxpayer is not entitled to
percentage depletion on the gross income at-
tributable to the oil, but is entitled to per-
centage depletion on the gross income at-
tributable to gas which is regulated gas
under section 613A(b)(2)(B). Accordingly, the
taxpayer’s maximum allowable percentage
depletion deduction would be zero percent of
gross income from the property with respect
to oil, plus 22 percent (see section 613A(b)(1))
of gross income from the property with re-
spect to gas. This maximum deduction would
be subject to the limitation provided for in
section 613(a), i.e., 50 percent of taxable in-
come from the property (computed without al-
lowance for depletion), such taxable income
being the overall taxable income resulting
from the sale of both oil and gas. However, in
the case of oil or gas production which quali-
fies for percentage depletion under section
613A(c), see the special allocation rules con-
tained in section 613A(c)(7) (C) and (E) and
§ 1.613A–4.

(3) Except as provided in section
613(d) and the regulations thereunder
relating to special rules for deter-
mining rates of depletion for taxable
years ending after December 31, 1953, to
which the Internal Revenue Code of
1939 applies:

(i) The percentage rates set forth in
this section are applicable only for tax-
able years beginning after December 31,
1953, and ending after August 16, 1954;
and

(ii) The percentage rates set forth in
26 CFR (1939) 39.23(m)–5 (Regulations
118) are applicable for taxable years be-
ginning before January 1, 1954, or end-
ing before August 17, 1954.

(4) Percentage depletion is not allow-
able with respect to the income from a
disposal of coal (including lignite) or
domestic iron ore (as defined in para-
graph (e) of § 1.631–3) with a retained
economic interest to the extent that
such income is treated as from a sale of
coal or iron ore under section 631(c)
and § 1.631–3. Rents or royalties paid or
incurred by a taxpayer with respect to
coal (including lignite) or domestic
iron ore shall be excluded by such tax-
payer in determining gross income from
the property without regard to the
treatment under section 631(c) of such
rents and royalties in the hands of the
recipient.

(5)(i) In all cases there shall be ex-
cluded in determining the gross income
from the property an amount equal to
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any rents or royalties (which are de-
pletable income to the payee) which
are paid or incurred by the taxpayer in
respect of the property and are not oth-
erwise excluded from gross income from
the property. The following example il-
lustrates this rule:

Example. A leases coal-bearing lands to B
on condition that B will annually pay a roy-
alty of 25 cents a ton on coal mined and sold
by B. During the year 1956, B mines and sells
f.o.b. mine 100,000 tons of coal for $600,000. In
computing gross income from the property for
the year 1956, B will exclude $25,000 (100,000
tons×$0.25) in computing his allowable per-
centage depletion deduction. B’s allowable
percentage depletion deduction (without ref-
erence to the limitation based on taxable in-
come from the property) for the year 1956
will be $57,500 (($600,000¥$25,000)×10 percent).

(ii) If bonus payments have been paid
in respect of the property in any tax-
able year or any prior taxable years,
there shall be excluded in determining
the gross income from the property, an
amount equal to that part of such pay-
ments which is allocable to the product
sold (or otherwise giving rise to gross
income) for the taxable year. For pur-
poses of the preceding sentence, bonus
payments include payments by the les-
see with respect to a production pay-
ment which is treated as a bonus under
section 636(c). Such a production pay-
ment is equally allocable to all mineral
from the mineral property burdened
thereby. The following examples illus-
trate the provisions of this subdivision:

Example 1. In 1956, A leases oil bearing
lands to B, receiving $200,000 as a bonus and
reserving a royalty of one-eighth of the pro-
ceeds of all oil produced and sold. It is esti-
mated at the time the lease is entered into
that there are 1,000,000 barrels of oil recover-
able. In 1956, B produces and sells 100,000 bar-
rels for $240,000. In computing his gross in-
come from the property for the year 1956, B
will exclude $30,000 (1⁄8 of $240,000), the roy-
alty paid to A, and $20,000 (100,000 bbls. sold/
1,000,000 bbls. estimated to be available ×
$200,000 bonus), the portion of the bonus allo-
cable to the oil produced and sold during the
year. However, in computing B’s taxable in-
come under section 63, the $20,000 attrib-
utable to the bonus payment shall not be ei-
ther excluded or deducted from B’s gross in-
come computed under section 61. (See para-
graph (a)(3) of § 1.612–3.)

Example 2. In 1971, C leases to D oil bearing
lands estimated to contain 1,000,000 barrels
of oil, reserving a royalty of one-eighth of
the proceeds of all oil produced and sold and

a $500,000 production payment payable out of
50 percent of the first oil produced and sold
attributable to the seven-eighths operating
interest. In 1972, D produces and sells 100,000
barrels of oil. In computing his gross income
from the property for the year 1972, D will ex-
clude, in addition to the royalty paid to C,
$50,000 (100,000 bbls. sold/1,000,000 bbls. esti-
mated to be available × $500,000 treated under
section 636(c) as a bonus), the portion of the
production payment allocable to the oil pro-
duced and sold during the taxable year. How-
ever, in computing D’s taxable income under
section 63, the $50,000 attributable to the re-
tained production payment shall not be ei-
ther excluded or deducted from D’s gross in-
come computed under section 61.

(iii) If advanced royalties have been
paid in respect of the property in any
taxable year, the amount excluded
from gross income from the property of
the payor for the current taxable year
on account of such payment, shall be
an amount equal to the deduction for
such taxable year taken on account of
such payment pursuant to paragraph
(b)(3) of § 1.612–3.

Example. If B in example 2 in paragraph
(b)(4) of § 1.612–3, elects to deduct in 1956 the
$10,000 paid to A in that year, he must ex-
clude the same amount from gross income
from the property in 1956; however, if B elects
to defer the deduction until 1957 when he
mined and sold the mineral, he must exclude
the $10,000 from gross income from the property
in 1957.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6841, 30 FR 9306, July 27,
1965; T.D. 7170, 37 FR 5374, Mar. 15, 1972; T.D.
7261, 38 FR 5467, Mar. 1, 1973; T.D. 7487, 42 FR
24263, May 13, 1977]

§ 1.613–3 Gross income from the prop-
erty.

Oil and gas wells. In the case of oil
and gas wells, gross income from the
property, as used in section 613(c)(1),
means the amount for which the tax-
payer sells the oil or gas in the imme-
diate vicinity of the well. If the oil or
gas is not sold on the premises but is
manufactured or converted into a re-
fined product prior to sale, or is trans-
ported from the premises prior to sale,
the gross income from the property
shall be assumed to be equivalent to
the representative market or filed
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price of the oil or gas before conversion
or transportation.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6965, 33 FR 10692, July 26,
1968; T.D. 8474, 58 FR 25557, Apr. 27, 1993]

§ 1.613–4 Gross income from the prop-
erty in the case of minerals other
than oil and gas.

(a) In general. The rules contained in
this section are applicable to the deter-
mination of gross income from the
property in the case of minerals other
than oil and gas and the rules con-
tained in § 1.613–3 are not applicable to
such determination, notwithstanding
provisions to the contrary in § 1.613–3.
The term gross income from the property,
as used in section 613(c)(1), means, in
the case of a mineral property other
than an oil or gas property, gross in-
come from mining. Gross income from
mining is that amount of income which
is attributable to the extraction of the
ores or minerals from the ground and
the application of mining processes, in-
cluding mining transportation. For the
purpose of this section, ordinary treat-
ment processes (applicable to the tax-
able years beginning before January 1,
1961) and treatment processes considered
as mining (applicable to the taxable
years beginning after December 31,
1960) will be referred to as mining proc-
esses. Processes, including packaging
and transportation, which do not qual-
ify as mining will be referred to as non-
mining processes. Also for the purpose of
this section, transportation which
qualifies as mining will be referred to as
mining transportation and transpor-
tation which does not qualify as mining
will be referred to as nonmining trans-
portation. See paragraph (f) of this sec-
tion for the definition of the term min-
ing and paragraph (g) of this section for
rules relating to nonmining processes.

(b) Sales prior to the application of non-
mining processes including nonmining
transportation. (1) Subject to the ad-
justments required by paragraph (e)(1)
of this section, gross income from min-
ing means (except as provided in sub-
paragraph (2) of this paragraph) the ac-
tual amount for which the ore or min-
eral is sold if the taxpayer sells the ore
or mineral:

(i) As it emerges from the mine, prior
to the application of any process other

than a mining process or any transpor-
tation, or

(ii) After application of only mining
processes, including mining transpor-
tation, and before any nonmining
transportation.
If the taxpayer sells his ore or mineral
in more than one form, and if only
mining processes are applied to the ore
or mineral, gross income from mining
is the actual amount for which the var-
ious forms of the ore or mineral are
sold, after any adjustments required by
paragraph (e)(1) of this section. For ex-
ample, if, at his mine or quarry, a tax-
payer sells several sizes of crushed gyp-
sum and also sells gypsum fines pro-
duced as an incidental byproduct of his
crushing operations, without applying
any nonmining processes, gross income
from mining will ordinarily be the
total amount for which such crushed
gypsum and fines are actually sold. See
paragraphs (f) and (g) of this section
for provisions defining mining and non-
mining processes for various minerals.

(2) In the case of sales between mem-
bers of a controlled group (including
sales as to which the district director
exercises his authority under section
482 and the regulations thereunder),
the prices for such sales (which shall be
deemed to be the actual amount for
which the ore or mineral is sold) shall
be determined, if possible, by use of the
representative market or field price
method, as described in paragraph (c)
of this section; otherwise such prices
shall be determined by the appropriate
pricing method as provided in para-
graph (d)(1) of this section. For the
definitions of the terms controlled and
group, see paragraph (j) (1) and (2) of
this section.

(c) Cases where a representative market
or field price for the taxpayer’s ore or
mineral can be ascertained—(1) General
rule. If the taxpayer processes the ore
or mineral before sale by the applica-
tion of nonmining processes (including
nonmining transportation), or uses it
in his operations, gross income from
mining shall be computed by use of the
representative market or field price of
an ore or mineral of like kind and
grade as the taxpayer’s ore or mineral
after the application of the mining
processes actually applied (if any), in-
cluding mining transportation (if any),
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and before any nonmining transpor-
tation, subject to any adjustments re-
quired by paragraph (e)(1) of this sec-
tion. See paragraph (e)(2)(i) of this sec-
tion for certain other situations in
which this paragraph shall apply. The
objective in computing gross income
from mining by the representative
market or field price method is to as-
certain, on the basis of an analysis of
actual competitive sales by the tax-
payer or others, the dollar figure or
amount which most nearly represents
the approximate price at which the
taxpayer, in light of market condi-
tions, could have sold his ores or min-
erals if, prior to the application of non-
mining processes, the taxpayer had
sold the quantities and types of ores
and minerals to which he applied non-
mining processes. If it is possible to de-
termine a market or field price under
the provisions of this paragraph, and if
that price is determined to be rep-
resentative, the taxpayer’s gross in-
come from mining shall be determined
on the basis of that price and not under
the provisions of paragraph (d) of this
section. The taxpayer’s own actual
sales prices for ores or minerals of like
kind and grade shall be taken into ac-
count when establishing market or
field prices, provided that those sales
are determined to be representative.

(2) Criteria for determining whether an
ore or mineral is of like kind and grade as
the taxpayer’s ore or mineral. An ore or
mineral will be considered to be of like
kind and grade as the taxpayer’s ore or
mineral if, in common commercial
practice, it is sufficiently similar in
chemical, mineralogical, or physical
characteristics to the taxpayer’s ore or
mineral that it is used, or is commer-
cially suitable for use, for essentially
the same purposes as the uses to which
the taxpayer’s ore or mineral is put.
Whether an ore or mineral is of like
kind and grade as the taxpayer’s ore or
mineral will generally be determined
by reference to industrial or commer-
cial specifications and by consideration
of chemical and physical data relating
to the minerals and deposits in ques-
tion. The fact that the taxpayer applies
slightly different size reduction proc-
esses, or the fact that the taxpayer
uses slightly different benefication
processes, or the fact that the taxpayer

sells his ore or mineral for different
purposes, will not, in itself, prevent an-
other person’s ore or mineral from
being considered to be of like kind and
grade as the taxpayer’s ore or mineral.
On the other hand, the fact that the
taxpayer’s ore or mineral is suitable
for the same general commercial use as
another person’s ore or mineral will
not cause the two ores or minerals to
be considered to be of like kind and
grade if the desirable natural constitu-
ents of the two ores or minerals are
markedly different substances. For ex-
ample, anthracite coal will not be con-
sidered to be of like kind as bituminous
coal merely because both types of coal
can be used as fuel. Similarly, bitu-
minous coal which does not possess
coking qualities will not be considered
to be of like grade as bituminous cok-
ing coal. However, in the case of a tax-
payer who mines and uses his bitu-
minous coal in the production of coke,
all bituminous coals in the same mar-
keting area will be considered to be of
like kind, and all such bituminous
coals having the same or similar cok-
ing quality suitable for commercial use
by coke producers will be considered to
be of like grade as the coal mined and
used by the taxpayer.
Fine distinctions between various
grades of minerals are to be avoided
unless those distinctions are clearly
shown to have genuine commercial sig-
nificance.

(3) Factors to be considered in deter-
mining the representative market or field
price for the taxpayer’s ore or mineral. In
determining the representative market
or field price for the taxpayer’s ore or
mineral, consideration shall be given
only to prices of ores or minerals of
like kind and grade as the taxpayer’s
ore or mineral and with which, under
commercially accepted standards, the
taxpayer’s ore or mineral would be con-
sidered to be in competition if it were
sold under the conditions described in
paragraph (b)(1) of this section. A
weighted average of the competitive
selling prices of ores or minerals of
like kind and grade as the taxpayer’s,
beneficiated only by mining processes,
if any, in the relevant markets, al-
though not determinative of the rep-
resentative market or field price, is an
important factor in the determination
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of that price. The taxpayer’s own com-
petitive sales prices for minerals which
have been subjected only to mining
processes shall be taken into account
in computing such a weighted average.
For purposes of the preceding sentence,
if the district director has exercised his
authority under section 482 and the
regulations thereunder and has deter-
mined the appropriate price with re-
spect to specific sales transactions by
the taxpayer, that price shall be
deemed to be a competitive sales price
for those transactions. Sales or pur-
chases, including the taxpayer’s, of
ores or minerals of like kind and grade
as the taxpayer’s, will be taken into
consideration in determining the rep-
resentative market or field price for
the taxpayer’s ore or mineral only if
those sales or purchases are the result
of competitive transactions. The iden-
tity of the taxpayer’s relevant markets
(including their accessibility to the
taxpayer), and the representative mar-
ket or field price within those markets,
are necessarily factual determinations
to be made on the basis of the facts and
circumstances of each individual case.
For the purpose of determining the rep-
resentative market or field price for
the taxpayer’s ore or mineral, excep-
tional, insignificant, unusual, tie-in, or
accommodation sales shall be dis-
regarded. Except as provided above,
representative market or field prices
shall not be determined by reference to
prices established between members of
a controlled group. See paragraph (j) of
this section for the definitions of the
terms controlled and group.

(4) Use of prices of mineral of different
grade. If there is no representative
market or field price for a mineral of
like kind and grade as the taxpayer’s,
representative market or field prices
for an ore or mineral which is of like
kind but which is not of like grade as
his ore or mineral may be used, with
appropriate adjustments for differences
in mineral content. Representative
market or field prices of an ore or min-
eral of like kind but not of like grade
may be used only if such adjustments
are readily ascertainable. For example,
it may be appropriate in a particular
case to establish the representative
market or field price for an ore having
50 percent X mineral content by ref-

erence to the representative market or
field price for the same kind of ore hav-
ing 60 percent X mineral content with
an appropriate adjustment for the dif-
ferences in the valuable mineral con-
tent of the two ores, any differences in
processing costs attributable to impu-
rities, and any other relevant factors.

(5) Information to be furnished by a
taxpayer computing gross income from
mining by use of a representative market
or field price. A taxpayer who computes
his gross income from mining pursuant
to the provisions of this paragraph
shall attach to his return a summary
statement indicating the prices used by
him in computing gross income from
mining under this paragraph and the
source of his information as to those
prices, and the relevant supporting
data shall be assembled, segregated,
and made readily available at the tax-
payer’s principal place of business.

(6) Limitation on gross income from
mining computed under the provisions of
this paragraph. It shall be presumed
that a price is not a representative
market or field price for the taxpayer’s
ore or mineral if the sum of such price
plus the total of all costs of the non-
mining processes (including nonmining
transportation) which the taxpayer ap-
plies to his ore or mineral regularly ex-
ceeds the taxpayer’s actual sales price
of his product. For example, if on a reg-
ular basis the total of all costs of non-
mining processes applied by the tax-
payer to coal for the purpose of making
coke is $12 per ton, and if the tax-
payer’s actual sale price for such coke
is $18 per ton, a price of $7 per ton
would not be a representative market
or field price for the taxpayer’s coal
which is used for making coke. In order
to rebut the presumption set forth in
the first sentence of this subparagraph,
it must be established that the loss on
nonmining operations is directly at-
tributable to unusual, peculiar and
nonrecurring factors rather than to the
use of a market or field price which is
not representative. For example, the
first sentence of this subparagraph
shall not apply if the taxpayer estab-
lishes in an appropriate case that the
loss on nonmining operations is di-
rectly attributable to an event such as
a fire, flood, explosion, earthquake, or
strike.
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(d) Cases where a representative market
or field price cannot be ascertained— (1)
General rule. (i) If it is impossible to de-
termine a representative market or
field price as described in paragraph (c)
of this section then, except as provided
in subdivision (ii) of this subparagraph,
gross income from mining shall be
computed by use of the proportionate
profits method as set forth in subpara-
graph (4) of this paragraph. A method
of computing gross income from min-
ing under the provisions of this para-
graph shall not be deemed to be a
method of accounting for purposes of
paragraph (e) of § 1.446–1.

(ii)(a) The Office of the Assistant
Commissioner (Technical) may deter-
mine that a method of computation is
more appropriate than the propor-
tionate profits method or the method
being used by the taxpayer. The tax-
payer may request such a determina-
tion (see (d) of this subdivision (ii)). If
the taxpayer is using a method of com-
putation which has been determined by
the Office of Assistant Commissioner
(Technical) to be more appropriate
than the proportionate profits method,
such method shall continue to be used
until it is determined by the Office of
Assistant Commissioner (Technical)
that either the proportionate profits
method or another method is more ap-
propriate.

(b) The proportionate profits method
is more appropriate than the method
being used under (a) if, under the par-
ticular facts and circumstances, the
method being used under (a) consist-
ently fails to clearly reflect gross in-
come from mining and the propor-
tionate profits method more clearly re-
flects gross income from mining for the
taxable year.

(c) An alternative method (a method
other than the method being used
under (a) (if any) and the proportionate
profits method) is more appropriate
than the method being used under (a)
(if any) and the proportionate profits
method if, under the particular facts
and circumstances, the latter methods
consistently fail to clearly reflect
gross income from mining, and the al-
ternative method being considered
more clearly reflects gross income
from mining on a consistent basis than
the method being used under (a) (if

any) and the proportionate profits
method. When determining whether a
method of computation clearly reflects
gross income from mining, it is rel-
evant to compare the gross income
from mining produced by such method
with the gross income from mining, on
an equivalent amount of production,
which results from the computation
methods used by competitors. When de-
termining the acceptability of pro-
posed alternative methods, primary
consideration will be given to com-
putation methods based upon rep-
resentative charges for ores, minerals,
products, or services. See paragraph (c)
of this section for principles deter-
mining the representative character of
a charge.

(d) Application for permission to
compute gross income from mining by
use of an alternative method shall be
made by submitting a request to the
Commissioner of Internal Revenue, At-
tention: Assistant Commissioner
(Technical), Washington, DC 20224.

(e) Among the alternative methods of
computation to which consideration
will be given, provided that the re-
quirements of this subdivision (ii) are
met, are the methods listed in subpara-
graphs (5), (6), and (7) of this para-
graph. The order in which these meth-
ods are listed is not significant, and
the listing of these methods does not
preclude a request to make use of a
method which is not listed.

(iii) Approval and continued use of
any method of computation under this
paragraph depends upon all the facts
and circumstances in each case, and
shall be subject to such terms and con-
ditions as may be necessary in the
opinion of the Commissioner to reflect
clearly the gross income from mining.
Accordingly, the use of such a method
for any taxable year shall be subject to
review and change.

(2) Costs to be used in computing gross
income from mining by use of methods
based on the taxpayer’s costs. In deter-
mining the taxpayer’s gross income
from mining by use of methods based
on the taxpayer’s costs, only costs ac-
tually paid or incurred shall be taken
into consideration. In general, if the
taxpayer has consistently employed a
reasonable method of determining the
costs of the various individual phases
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of his mining and nonmining processes
(such as extraction, loading for ship-
ment, calcining, packaging, etc.), such
method shall not be disturbed. The
amount of any particular item to be
taken into account shall, for taxable
years beginning after November 30,
1968, be the amount used in deter-
mining the taxpayer’s income for tax
purposes. For example, the deprecia-
tion lives, methods, and records used
for tax purposes, if different from those
used for book purposes, shall be the
basis for determining the amount of de-
preciation to be used. However, a tax-
payer may continue to use a reasonable
method for determining those costs on
the basis of the amounts computed for
cost control or similar financial or ac-
counting books and records if that
method has been used consistently and
is applied to the determination of all
those costs.

(3) Treatment of particular items in
computing gross income from the mining
by use of methods based on the taxpayer’s
costs. (i) Except as specifically provided
elsewhere in this section, when deter-
mining gross income from mining by
use of methods based on the taxpayer’s
costs, the costs attributable to mining
transportation shall be treated as min-
ing costs, and the costs attributable to
nonmining transportation shall be
treated as nonmining costs. Accord-
ingly, except as specifically provided
elsewhere in this section, all profits at-
tributable to mining transportation
shall be treated as mining profits, and
all profits attributable to nonmining
transportation shall be treated as non-
mining profits. For this purpose, min-
ing transportation means so much of
the transportation of ores or minerals
(whether or not by common carrier)
from the point of extraction from the
ground to plants or mills in which
other mining processes are applied
thereto as is not in excess of 50 miles
or, if the taxpayer files an application
pursuant to paragraph (h) of this sec-
tion and the Commissioner finds that
both the physical and other require-
ments are such that the ores or min-
erals must be transported a greater dis-
tance to such plants or mills, the
transportation over the greater dis-
tance. Further, for this purpose, non-
mining transportation includes the

transportation (whether or not by com-
mon carrier) of ores, minerals, or the
products produced therefrom, from the
point of extraction from the ground to
nonmining facilities, or from a mining
facility to a nonmining facility, or
from one nonmining facility to an-
other, or from a nonmining facility to
the customers who purchase the tax-
payer’s first marketable product or
group of products. See paragraph (e)(2)
of this section for provisions relating
to purchased transportation to the cus-
tomer and paragraph (g)(3) of this sec-
tion for provisions relating to trans-
portation the primary purpose of which
is marketing or distribution. In the ab-
sence of other methods which clearly
reflect the costs of the various phases
of transportation, the cost attributable
to nonmining transportation shall be
an amount which is in the same ratio
to the costs incurred for the total
transportation as the distance of the
nonmining transportation is to the dis-
tance of the total transportation. As
an example, where the plants or mills
in which mining processes are applied
to ores or minerals are in excess of 50
miles from the point of extraction from
the ground (or in excess of a greater
distance approved by the Commis-
sioner), the costs incurred for transpor-
tation to those plants or mills in ex-
cess of 50 miles (or of that greater dis-
tance) shall be treated as nonmining
costs in determining gross income from
mining. Accordingly, all profits attrib-
utable to that excess transportation
are treated as nonmining profits. How-
ever, except in the case of transpor-
tation performed in conveyances owned
or leased by the taxpayer, the pre-
ceding sentence shall apply only to
taxable years beginning after Novem-
ber 30, 1968.

(ii) In determining gross income from
mining by use of methods based on the
taxpayer’s costs, a process shall not be
considered as a mining process to the
extent it is applied to ores, minerals,
or other materials with respect to
which the taxpayer is not entitled to a
deduction for depletion under section
611. The costs of such nondepletable
ores, minerals, or materials; the costs
of the processes (including blending,
size reduction, etc.) applied thereto;
and the transportation costs thereof, if
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any, shall be considered as nominating
costs in determining gross income from
mining. If a mining process is applied
to an admixture of depletable and non-
depletable material, the cost of the
process and the cost of transportation,
if any, attributable to the nondeplet-
able material shall be considered as
nonmining costs in determining gross
income from mining. Accordingly, all
profits attributable thereto are treated
as nonmining profits. In the absence of
other methods which clearly reflect the
cost attributable to the processing and
transportation, if any, of the non-
depletable admixed material, that cost
shall be deemed to be that proportion
of the costs which the tonnage of non-
depletable material bears to the total
tonnage of both depletable and non-
depletable material.

(iii) In determining gross income
from mining by use of methods based
on the taxpayer’s costs:

(a) The costs attributable to con-
tainers, bags, packages, pallets, and
similar items as well as the costs of
materials and labor attributable to
bagging, packaging, palletizing, or
similar operations shall be considered
as nonmining costs.

(b) The costs attributable to the bulk
loading of manufactured products shall
be considered as nonmining costs.

(c) The costs attributable to the oper-
ation of warehouses or distribution ter-
minals for manufactured products shall
be considered as nonmining costs.
Accordingly, all profits attributable
thereto are treated as nonmining prof-
its.

(iv) In computing gross income from
mining by the use of methods based on
the taxpayer’s costs, the principles set
forth in paragraph (c) of § 1.613–5 shall
apply when determining whether sell-
ing expenses and trade association dues
are to be treated, in whole or in part,
as mining costs or as nonmining costs.
To the extent that selling expenses and
trade association dues are treated as
nonmining costs, all profits attrib-
utable thereto are treated as non-
mining profits.

(v) See paragraph (e)(1) of this sec-
tion for provisions excluding certain
allowances from the taxpayer’s gross
sales and costs of his first marketable
product or group of products.

(4) Proportionate profits method. (i)
The objective of the proportionate prof-
its method of computation is to ascer-
tain gross income from mining by ap-
plying the principle that each dollar of
the total costs paid or incurred to
produce, sell, and transport the first
marketable product or group of prod-
ucts (as defined in subdivision (iv) of
this subparagraph) earns the same per-
centage of profit. Accordingly, in the
proportionate profits method no rank-
ing of costs is permissible which re-
sults in excluding or minimizing the ef-
fect of any costs incurred to produce,
sell, and transport the first marketable
product or group of products. For pur-
poses of this subparagraph, members of
a controlled group shall be treated as
divisions of a single taxpayer. See
paragraph (j) of this section for the
definitions of the terms controlled and
group.

(ii) The proportionate profits method
of computation is applied by multi-
plying the taxpayer’s gross sales (ac-
tual or constructive) of his first mar-
ketable product or group of products
(after making the adjustments required
by paragraph (e) of this section) by a
fraction whose numerator is the sum of
all the costs allocable to those mining
processes which are applied to produce,
sell, and transport the first marketable
product or group of products, and
whose denominator is the total of all
the mining and nonmining costs paid
or incurred to produce, sell, and trans-
port the first marketable product or
group of products (after making the ad-
justments required by this paragraph
and paragraph (e) of this section). The
method as described herein is merely a
restatement of the method formerly
set forth in the second sentence of Reg-
ulations 118, section 39.23(m)–1 (e)(3)
(1939 Code). The proportionate profits
method of computation may be illus-
trated by the following equation:
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(iii) Those costs which are paid or in-
curred by the taxpayer to produce, sell,
and transport the first marketable
product or group of products, and
which are not directly identifiable with
either a particular mining process or a
particular nonmining process shall, in
the absence of a specific provision of
this section providing an apportion-
ment method, be apportioned to min-
ing and to nonmining by use of a meth-
od which is reasonable under the cir-
cumstances. One method which may be
reasonable in a particular case is an al-
location based on the proportion that
the direct costs of mining processes
and the direct costs of nonmining proc-
esses bear to each other. For example,
the salary of a corporate officer en-
gaged in overseeing all of the tax-
payer’s processes is an expense which
may reasonably be apportioned on the
basis of the ratio between the direct
costs of mining and nonmining proc-
esses. On the other hand, an expense
such as workmen’s compensation pre-
miums would normally be apportioned
on the basis of direct labor costs. For
the rule relating to selling expenses,
see paragraph (c)(4) of § 1.613–5.

(iv) As used in this section, the term
first marketable product or group of prod-
ucts means the product (or group of es-
sentially the same products) produced
by the taxpayer as a result of the appli-
cation of nonmining processes, in the
form or condition in which such prod-
uct or products are first marketed in
significant quantities by the taxpayer
or by others in the taxpayer’s mar-
keting area. For this purpose, bulk and
packaged products are considered to be
essentially the same product. Sales be-
tween members of a controlled group
(as defined in paragraph (j) of this sec-
tion) shall not be considered in making
a determination under this subdivision.
The first marketable product or group
of products does not include any prod-
uct which results from additional man-
ufacturing or other nonmining proc-
esses applied to the product or prod-
ucts first marketed in significant quan-
tities by the taxpayer or others in the

taxpayer’s marketing area. For exam-
ple, if a cement manufacturer sells his
own finished cement in bulk and bags
and also sells concrete blocks or dry
ready-mix aggregates containing addi-
tives, the finished cement, in bulk and
bags, constitutes the first marketable
product or group of products produced
by him. Similarly, if an integrated iron
ore and steel producer sells both pig
iron in various sizes and rolled sheet
iron or shapes, his first marketable
product is the pig iron in its various
sizes. Further, if an integrated clay
and brick producer sells both unglazed
bricks and tiles of various shapes and
sizes and additionally manufactured
bricks and tiles which are specially
glazed, the unglazed products, both
packaged and unpackaged, constitute
his first marketable product or group
of products.

(v)(a) As used in this subparagraph,
the term gross sales (actual or construc-
tive) means the total of the taxpayer’s
actual competitive sales to others of
the first marketable product or group
of products, plus the taxpayer’s con-
structive sales of the first marketable
product or group of products used or
retained for use in his own subsequent
operations, subject to the adjustments
required by paragraph (e) of this sec-
tion. See (b) of this subdivision in the
case of actual sales between members
of controlled groups and in the case of
constructive sales. A constructive sale
occurs when a miner-manufacturer is
deemed, for percentage depletion pur-
poses, to be selling the first market-
able product or group of products to
himself.

(b) In the case of sales between mem-
bers of a controlled group as to which
the district director has exercised his
authority under section 482 and the
regulations thereunder and has deter-
mined the appropriate price with re-
spect to specific sales transactions,
that price shall be deemed, for those
transactions, to be the actual amount
for which the first marketable product
or group of products is sold for pur-
poses of this subdivision (v). In the case
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of all other sales between members of a
controlled group, and in the case of
constructive sales, the prices for such
sales shall be determined by use of the
principles set forth in paragraph (c) of
this section, subject to the adjust-
ments required by paragraph (e) of this
section. In the case of constructive
sales, see paragraph (c)(4) of this sec-
tion for rules relating to information
to be furnished by the taxpayer.

(vi) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. (a) Facts. A is engaged in the
mining of a mineral to which section 613 ap-
plies and in the application thereto of non-
mining processes. During 1968, A incurred ex-
traction costs of $35,000; other mining costs
of $56,000; $150,000 for manufacturing costs;
$46,000 for other nonmining processes; and
$14,000 for the company president’s salary
and similiar costs resulting from both non-
mining and mining processes. During that
year, A produced and sold 70,000 tons of his
first marketable product for an actual gross
sales price of $420,000, after the adjustments
required by paragraph (e) of this section. A
representative market or field price for A’s
mineral before the application of nonmining
processes cannot be established.

(b) Computation. (1) The computation of A’s
gross income from mining by use of the pro-
portionate profits method involves two
steps. The first step is to apportion A’s costs
to mining and to nonmining. A apportions
the company president’s salary and similiar
costs to mining and to nonmining in the
manner described in the second and third
sentences of subdivision (iii) of this subpara-
graph, and apportions his remaining costs as
follows:

Cost Mining Non-
mining Total

Extraction ....................... $35,000 ................ $35,000
Other mining processes 56,000 ................ 56,000
Manufacturing ................ ................ $150,000 150,000
Other nonmining proc-

esses .......................... ................ 46,000 46,000

Subtotal .................. 91,000 196,000 287,000
President’s salary and

similar costs ............... 4,439 9,561 14,000

Total costs .............. 95,439 205,561 301,000

(2) The second step is to apply the propor-
tionate profits fraction so as to compute A’s
gross income from mining. To do this, A first
computes his gross sales of his first market-
able group of products, in this case $420,000.
A multiplies his actual gross sales of $420,000
by the proportionate profits fraction, whose
numerator consists of his total mining costs

($95,439) and whose denominator consists of
his total costs ($301,000). Thus, A’s gross in-
come from mining is $133,170 (i.e., 95,439/
301,000ths of A’s actual gross sales of
$420,000).

Example 2. B, who leases a mineral prop-
erty from C, is engaged in the mining of a
mineral to which section 613 applies and in
the application thereto of nonmining proc-
esses. Pursuant to the terms of the lease, B
is required to pay C 10 cents for each ton of
mineral which B mines. During 1971, B ex-
tracted 100,000 tons of mineral. He sold his
first marketable product for an actual gross
sales price of $225,000 after the adjustments
required by paragraph (e) of this section. A
representative market or field price for B’s
mineral before the application of nonmining
processes cannot be established. During 1971,
with respect to the 100,000 tons of mineral
extracted, B incurred mining costs of $50,000
and nonmining costs of $100,000, and paid
$10,000 to C as C’s royalty. Since the royalty
payment is considered to be C’s share of the
gross income from mining under section
613(a), it is not considered to be either a min-
ing cost or a nonmining cost of B. B’s gross
income from mining is $65,000 under the pro-
portionate profits method, determined as fol-
lows: The $225,000 gross receipts must be
multiplied by the proportionate profits frac-
tion which is $50,000 mining costs over
$150,000 total costs ($50,000+$100,000 non-
mining costs). Since the resulting $75,000 is
the total gross income from mining with re-
spect to the property, it must be allocated
between B’s lease interest and C’s royalty in-
terest. The $10,000 paid to C must be sub-
tracted from the $75,000 leaving $65,000 which
represents B’s gross income from mining. C’s
gross income from mining is the royalty he
received or $10,000.

(5) Representative schedule method.
The representative schedule method is a
pricing formula which uses representa-
tive finished product prices, penalties,
charges and adjustments, established
in arms-length transactions between
unrelated parties, to determine the
market or field price for a crude min-
eral product. The representative char-
acter of a price, penalty, charge, or ad-
justment shall be determined by apply-
ing the principles set forth in para-
graph (c) of this section. The represent-
ative schedule method is principally
intended for use in those industries in
which such a schedule-type pricing
method is in general use to determine
the price paid to unintegrated mineral
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producers for their crude mineral prod-
uct. For example, if unintegrated pro-
ducers of copper concentrate in a par-
ticular field or market customarily sell
their product at prices which are deter-
mined in accordance with a schedule-
type pricing formula, consideration
will be given to the determination of
concentrate prices for integrated cop-
per producers in accordance with the
same pricing formula. The representa-
tive schedule method shall not be used
if it is impossible to determine one or
more of the elements in the representa-
tive schedule formula by reference to
prices, penalties, charges, or adjust-
ments established in representative
transactions between unrelated par-
ties. See paragraph (c) of this section
for principles determining the rep-
resentative character of a charge.

(6) Method using prices outside the tax-
payer’s market. Under the other market
method the taxpayer uses representa-
tive market or field prices established
outside his markets, provided that con-
ditions there are substantially the
same as in his markets. For example, it
may be appropriate in a particular case
to establish the representative market
or field price for pellets containing 60
percent iron which are produced and
used in market area X by reference to
the representative market or field
price for pellets containing 60 percent
iron which are produced and sold in ad-
jacent market area Y, provided that
conditions in the two marketing areas
are shown to be substantially the
same.

(7) Rate of return on investment meth-
od. [Reserved]

(e) Reductions of sales price in com-
puting gross income from mining—(1) Dis-
counts. If a taxpayer computes gross in-
come from mining under the provisions
of paragraph (b)(1) of this section,
trade discounts and, for taxable years
beginning after November 30, 1968, cash
discounts actually allowed by the tax-
payer shall be subtracted from the sale
price of the taxpayer’s ore or mineral.
If a taxpayer computes gross income
from mining under the provisions of
paragraph (c) of this section, any such
discounts actually allowed (if not oth-
erwise taken into account) by the per-
son or persons making the sales on the
basis of which the representative mar-

ket or field price for the taxpayer’s ore
or mineral is to be determined shall be
subtracted from the sale price in com-
puting such representative market or
field price. If a taxpayer computes
gross income from mining under the
provisions of paragraph (d) of this sec-
tion, such discounts actually allowed
(if not otherwise taken into account)
shall be subtracted from the gross sales
(actual or constructive), and shall not
be considered a cost, of the first mar-
ketable product or group of products.
The provisions of this subparagraph
shall apply to arrangements which
have the same effect as trade or cash
discounts, regardless of the form of the
arrangements.

(2) Purchased transportation to the cus-
tomer. (i) A taxpayer who computes
gross income from mining under the
provisions of paragraph (c) of this sec-
tion and who sells his ore or mineral
after the application of only mining
processes but after nonmining trans-
portation shall use as the representa-
tive market or field price his delivered
price (if otherwise representative) re-
duced by costs paid or incurred by him
for purchased transportation to the
customer as defined in subdivision (iii)
of this subparagraph. If the transpor-
tation by the taxpayer is not purchased
transportation to the customer, or if
the taxpayer does not sell the ore or
mineral until after the application of
nonmining processes, and if other pro-
ducers in the taxpayer’s marketing
area sell significant quantities of an
ore or mineral of like kind and grade
after the application of only mining
processes but after purchased transpor-
tation to the customer, the representa-
tive delivered price at which the ore or
mineral is sold by those other pro-
ducers reduced by representative costs
of purchased transportation to the cus-
tomer paid or incurred by those pro-
ducers shall be used by the taxpayer as
the representative market or field
price for his ore or mineral in applying
paragraph (c) of this section. Further-
more, appropriate adjustments shall be
made to take into account differences
in mode of transportation and distance.
When applying this subdivision, the
representative market or field price so
computed shall not exceed the tax-
payer’s delivered price less his actual
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costs of transportation to the cus-
tomer. For purposes of this subdivi-
sion, any delivered price shall be ad-
justed as provided in subparagraph (1)
of this paragraph.

(ii) If a taxpayer computes gross in-
come from mining under the provisions
of paragraph (d) of this section, the
cost of purchased transportation to the
customer (as defined in subdivision (iii)
of this subparagraph) shall be excluded
from the gross sales of his first mar-
ketable product or group of products
(after any adjustments required by sub-
paragraph (1) of this paragraph), and
from the denominator of the propor-
tionate profits fraction, so as not to at-
tribute profits to the cost of that
transportation. Similar transportation
cost adjustments may be made, if ap-
propriate, in the case of other methods
of computation which are based on the
taxpayer’s costs. For the treatment of
costs and profits attributable to trans-
portation which is not purchased trans-
portation to the customer as defined in
subdivision (iii) of this subparagraph,
see paragraph (d)(3)(i) of this section.

(iii) For purposes of this section, the
term purchased transportation to the cus-
tomer means, in general, nonmining
transportation of the taxpayer’s min-
erals or mineral products to the cus-
tomer:

(a) Which is not performed in convey-
ances owned or leased directly or indi-
rectly, in whole or in part, by the tax-
payer,

(b) Which is performed solely to de-
liver the taxpayer’s minerals or min-
eral products to the customer, rather
than to transport such minerals or
products for packaging or other addi-
tional processing by the taxpayer
(other than incidental storage or han-
dling), and

(c) With respect to which the tax-
payer ordinarily does not earn any
profit.
For purposes of the preceding sentence,
transportation which is performed by a
person controlling or controlled by the
taxpayer (within the meaning of para-
graph (j)(1) of this section) shall be
deemed to have been performed in con-
veyances owned or leased by the tax-
payer unless it is established by the
taxpayer that the price charged by the
controlling or controlled person for

such transportation constitutes an
arm’s-length charge (under the stand-
ard described in paragraph (b)(1) of
§ 1.482–1). The term purchased transpor-
tation to the customer includes transpor-
tation to a warehouse, terminal, or dis-
tribution facility owned or operated by
the taxpayer, provided that such trans-
portation is performed under the condi-
tions described in the first sentence of
this subdivision. A taxpayer will not be
deemed ordinarily to earn a profit on
transportation merely because charges
for the transportation are included in
the stated selling price, rather than
being separately stated or segregated
from other billing. A taxpayer will not
be deemed ordinarily to earn a profit
on transportation if the rates for the
transportation constitute an arm’s-
length charge ordinarily paid by ship-
pers of the same product in similar cir-
cumstances. If a taxpayer computes
gross income from mining under the
provisions of paragraph (d) of this sec-
tion, the term purchased transportation
to the customer refers to transportation
which conforms to the other require-
ments of this subdivision and which is
performed to transport the taxpayer’s
first marketable product or group of
products (as defined in paragraph
(d)(4)(iv) of this section) rather than to
transport minerals or mineral products
which do not yet constitute the tax-
payer’s first marketable product or
group of products.

(iv) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A is engaged in the mining of an
ore of mineral M and in the production and
sale of M concentrate. A retains a portion of
his concentrate for use in his own nonmining
operations. During 1968, A sold 100,000 tons of
M concentrate of ore mined and processed by
him, which sales constituted a significant
portion of his total production. Eighty thou-
sand tons of that concentrate were sold by A
on the basis of a representative price (after
adjustments required by subparagraph (1) of
this paragraph) of $30 per ton f.o.b. mine or
plant, resulting in gross income from mining
of $2,400,000. The remaining 20,000 tons were
sold by A, both directly and through termi-
nals, on the basis of a delivered price (after
adjustments required by subparagraph (1) of
this paragraph) at City X of $40 per ton. The
delivered price included $15 per ton cost of
purchased transportation from the mine or
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plant to customers in City X. The represent-
ative market or field price of the con-
centrate sold by A on the basis of a delivered
price is $25 per ton, determined by sub-
tracting the cost of the purchased transpor-
tation to the customer ($15 per ton) from the
delivered price for the concentrate ($40 per
ton). Accordingly, A’s gross income from
mining with respect to the 20,000 tons of M
concentrate sold on a delivered basis is
$500,000. The representative market or field
price for the concentrate retained by A and
used in his own nonmining operations may
be computed by reference to the weighted av-
erage price for both A’s f.o.b. mine and A’s
delivered sales of concentrate, with the de-
livered sales prices reduced in the manner
described above. On this basis, the represent-
ative market or field price for the retained
concentrate is $29 per ton.

Example 2. B is engaged in the mining of an
ore of mineral N and in the production of N
concentrate. B retained all but an insignifi-
cant amount of his concentrate for use in his
own nonmining operations. Other producers
in B’s marketing area sell significant
amounts of N concentrate of like kind and
grade, both on an f.o.b. mine or plant basis
and on a delivered basis. In this case, the
prices for both the f.o.b. and the delivered
sales made by other producers (after any ad-
justments required by subparagraph (1) of
this paragraph), after reduction of the deliv-
ered prices by the cost of purchased trans-
portation to the customer, shall, if such
prices are otherwise representative, be taken
into account in establishing the representa-
tive market or field price for the N con-
centrate produced and used by B.

(f) Definition of mining—(1) In general.
The term mining includes only:

(i) The extraction of ores or minerals
from the ground;

(ii) Mining processes, as described in
subparagraphs (2) through (6) of this
paragraph; and

(iii) So much of the transportation
(whether or not by common carrier) of
ores or minerals from the point of ex-
traction of the ores or minerals from
the ground to the plants or mills in
which the processes referred to in sub-
division (ii) of this subparagraph are
applied thereto as is not in excess of 50
miles, and, if the Commissioner finds
that both the physical and other re-
quirements are such that the ores or
minerals must be transported a greater
distance to such plants or mills, the
transportation over such greater dis-
tance as the Commissioner authorizes.
See paragraph (h) of this section for
rules relating to the filing of applica-

tions to treat as mining any transpor-
tation in excess of 50 miles.

(2) Definition of mining processes. (i) As
used in subparagraph (1)(ii) of this
paragraph, the term mining processes
means, for taxable years beginning be-
fore January 1, 1961, the ordinary treat-
ment processes normally applied by
mine owners or operators in order to
obtain the commercially marketable
mineral product or products, including
the following processes (and the proc-
esses necessary or incidental thereto),
and, for taxable years beginning after
December 31, 1960, the following proc-
esses (and the processes necessary or
incidental thereto):

(a) In the case of coal—cleaning,
breaking, sizing, dust allaying, treat-
ing to prevent freezing, and loading for
shipment;

(b) In the case of sulfur recovered by
the Frasch process—cleaning, pumping
to vats, cooling, breaking, and loading
for shipment;

(c) In the case of iron ore, bauxite,
ball and sagger clay, rock asphalt, and
ores or minerals which are customarily
sold in the form of a crude mineral
product (as defined in subparagraph
(3)(iv) of this paragraph):

(1) Where applied for the purpose of
bringing to shipping grade and form (as
defined in subparagraph (3)(iii) of this
paragraph)—sorting, concentrating,
sintering, and substantially equivalent
processes, and

(2) Loading for shipment.
(d) In the case of lead, zinc, copper,

gold, silver, uranium, or fluorspar ores,
potash, and ores or minerals which are
not customarily sold in the form of the
crude mineral product—crushing,
grinding, and beneficiation by con-
centration (gravity, flotation, amal-
gamation, electrostatic, or magnetic),
cyanidation, leaching, crystallization,
precipitation (but not including elec-
trolytic deposition, roasting, thermal
or electric smelting, or refining), or by
substantially equivalent processes or
combination of processes used in the
separation or extraction of the product
or products from the ore or the mineral
or minerals from other material from
the mine or other natural deposit; and

(e) In the case of the following ores or
minerals:

(1) The furnacing of quicksilver ores,
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(2) The pulverization of talc,
(3) The burning of magnesite, and
(4) The sintering and nodulizing of

phosphate rock.
(ii) The term mining processes also in-

cludes the following processes (and, ex-
cept as otherwise provided in this sub-
division, the processes necessary or in-
cidental thereto):

(a) For taxable years beginning after
December 31, 1960, in the case of cal-
cium carbonates and other minerals
when used in making cement—all proc-
esses (other than preheating the kiln
feed) applied prior to the introduction
of the kiln feed into the kiln, but not
including any subsequent process;

(b) For taxable years beginning after
December 31, 1960, and before November
14, 1966, in the case of clay to which
former section 613(b)(5)(B) applied, and
for taxable years beginning after No-
vember 13, 1966, in the case of clay to
which section 613(b) (5) or (6) (B) ap-
plies—crushing, grinding, and sepa-
rating the clay from waste, but not in-
cluding any subsequent process;

(c) For taxable years beginning after
October 9, 1969, in the case of minerals
(other than sodium chloride) extracted
from brines pumped from a saline pe-
rennial lake (as defined in paragraph
(b) of § 1.613–2)—the extraction of such
minerals from the brines, but in no
case including any further processing
or refining of such extracted minerals;
and

(d) For taxable years beginning after
December 30, 1969, in the case of oil
shale (as defined in paragraph (b) of
§ 1.613–2)—extraction from the ground,
crushing, loading into the retort, and
retorting, but in no case hydro-
genation, refining, or any other process
subsequent to retorting.

(iii) A process is necessary to another
related process if it is prerequisite to
the performance of the other process.
For example, if the concentrating of
low-grade iron ores to bring to shipping
grade and form cannot be effectively
accomplished without fine pulveriza-
tion, such pulverization shall be treat-
ed as a process which is necessary to
the concentration process. Accord-
ingly, because concentration is a min-
ing process, such pulverization is also a
mining process. Furthermore, if mining
processes cannot be effectively applied

to a mineral without storage of the
mineral while awaiting the application
of such processes, such storage shall be
treated as a process which is necessary
to the accomplishment of such mining
processes. A process is incidental to an-
other related process if the cost thereof
is insubstantial in relation to the cost
of the other process, or if the process is
merely the coincidental result of the
application of the other process. For
example, the sprinkling of coal, prior
to loading for shipment, with dots of
paper to identify the coal for trade-
name purposes will be considered inci-
dental to the loading where the cost of
that sprinkling is insubstantial in rela-
tion to the cost of the loading process.
Also, where crushing of a crude min-
eral is treated as a mining process, the
production of fines as a byproduct is
ordinarily the coincidental result of
the application of a mining process. If
a taxpayer demonstrates that, as a fac-
tual matter, a particular process is
necessary or incidental to a process
named as a mining process in section
613(c)(4) of this paragraph, the nec-
essary or incidental process will also be
considered a mining process.

(iv) The term mining does not include
purchasing minerals from another. Ac-
cordingly, the processes listed in this
paragraph shall be considered as min-
ing processes only to the extent that
they are applied by a mine owner or op-
erator to an ore or mineral in respect
of which he is entitled to a deduction
for depletion under section 611. The ap-
plication of these processes to pur-
chased ores, minerals, or materials
does not constitute mining.

(3) Processes recognized as mining for
ores or minerals covered by section
613(c)(4)(C). (i) As used in section
613(c)(4)(C) and subparagraph (2)(i) (c)
of this paragraph, the terms sorting and
concentrating mean the process of
eliminating substantial amounts of the
impurities or foreign matter associated
with the ores or minerals in their nat-
ural state, or of separating two or more
valuable minerals or ores, without
changing the physical or chemical
identity of the ores or minerals. Exam-
ples of sorting and concentrating proc-
esses are hand or mechanical sorting,
magnetic separation, gravity con-
centration, jigging, the use of shaking
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or concentrating tables, the use of spi-
ral concentrators, the use of sluices or
sluice boxes, sink-and-float processes,
classifiers, hydrotators and flotation
processes. Under section 613(c)(4)(C),
sorting and concentration will be con-
sidered mining processes only where
they are applied to bring an ore or min-
eral to shipping grade and form.

(ii) As used in section 613(c)(4)(C) and
subparagraph (2)(i)(c) of this paragraph,
the term sintering means the agglomer-
ation of fine particles by heating to a
temperature at which incipient, but
not complete, fusion occurs. Sintering
will be considered a mining process
only where it is applied to an ore or
mineral, or a concentrate of an ore or
mineral, as an auxiliary process nec-
essary to bring the ore or mineral to
shipping form. A thermal action which
is applied in the manufacture of a fin-
ished product will not be considered to
be a mining process even though such
thermal action may cause the agglom-
eration of fine particles by incipient
fusion, and even though such action
does not cause a chemical change in
the agglomerated particles. For exam-
ple, the sintering of finely ground iron
ore concentrate, prior to shipment
from the concentration plant, for the
purpose of preventing the risk of loss of
the finely divided particles during ship-
ment is considered a mining process.
On the other hand, for example, a heat-
ing process applied to expand or harden
clay, shale, perlite, vermiculite, or
other materials in the course of the
manufacture of lightweight aggregate
or other building materials is not con-
sidered to be a mining process.

(iii) As used in section 613(c)(4)(C)
and this section, to bring to shipping
grade and form means, with respect to
taxable years beginning after Decem-
ber 31, 1960, to bring (by the application
of mining processes at the mine or con-
centration plant) the quality or size of
an ore or mineral to the stage or stages
at which the ore or mineral is shipped
to customers or used in nonmining
processes (as defined in paragraph (g)
of this section) by the taxpayer.

(iv) An ore or mineral is customarily
sold in the form of a crude mineral prod-
uct, within the meaning of section 613
(c)(4)(C), if a significant portion of the
production thereof is sold or used in a

nonmining process prior to the alter-
ation of its inherent mineral content
by some form of beneficiation, con-
centration, or ore dressing. An ore or
mineral does not lose its classification
as a crude mineral product by reason of
the fact that, before sale or use in a
nonmining process, the ore or mineral
may be crushed or subjected to other
processes which do not alter its inher-
ent mineral content. Whether the por-
tion of production sold or used in the
form of a crude mineral product is a
significant portion of the total produc-
tion of an ore or mineral is a question
of fact.

(4) Type of processes recognized as min-
ing for ores or minerals covered by section
613(c)(4)(D). Cyanidation, leaching,
crystallization, and precipitation,
which are listed in section 613(c)(4)(D)
as treatment processes considered as
mining, and the processes (or combina-
tion of processes) which are substan-
tially equivalent thereto, will be recog-
nized as mining only to the extent that
they are applied to the taxpayer’s ore
or mineral for the purpose of separa-
tion or extraction of the valuable min-
eral product or products from the ore,
or for the purpose of separation or ex-
traction of the mineral or minerals
from other material extracted from the
mine or other natural deposit. A proc-
ess, no matter how denominated, will
not be recognized as mining if the proc-
ess beneficiates the ore or mineral to
the degree that such process, in effect,
constitutes smelting, refining, or any
other nonmining process within the
meaning of paragraph (g) of this sec-
tion. As used in section 613(c)(4)(D) and
subparagraph (2)(i) (d) of this para-
graph, the term concentration has the
meaning set forth in the first two sen-
tences of subparagraph (3)(i) of this
paragraph.

(5) Processes recognized as mining
under section 613(c)(4)(I). Under the au-
thority granted the Secretary or his
delegate in section 613(c)(4)(I), the
processes which are described in sub-
divisions (i) through (iv) of this sub-
paragraph, and the processes necessary
or incidental thereto, are recognized as
mining processes for taxable years be-
ginning after December 31, 1960. The
processes described in subdivisions (i)
through (iv) of this subparagraph are in
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addition to the specific processes rec-
ognized as mining under section
613(c)(4). Such additional processes are:

(i) Crushing and grinding, but not
fine pulverization (as defined in para-
graph (g) (6) (v) of this section);

(ii) Size classification processes ap-
plied to the products of an allowable
mining process;

(iii) Drying to remove free water,
provided that such drying does not
change the physical or chemical iden-
tity or composition of the mineral; and

(iv) Washing or cleaning the surface
of mineral particles (including the
washing of sand and gravel and the
treatment of kaolin particles to re-
move surface stains), provided that
such washing or cleaning does not acti-
vate or otherwise change the physical
or chemical structure of the mineral
particles.

(6) In the case of a process applied
subsequent to a nonmining process, see
paragraph (g)(2) of this section.

(g) Nonmining processes—(1) General
rule. Unless they are otherwise pro-
vided for in paragraph (f) of this sec-
tion as mining processes (or are nec-
essary or incidental to processes listed
therein), the following processes are
not considered to be mining processes—
electrolytic deposition, roasting,
calcining, thermal or electric smelting,
refining, polishing, fine pulverization,
blending with other materials, treat-
ment effecting a chemical change,
thermal action, and molding or shap-
ing. See subparagraph (6) of this para-
graph for definitions of certain of these
terms.

(2) Processes subsequent to nonmining
processes. Notwithstanding any other
provision of this section, a process ap-
plied subsequent to a nonmining proc-
ess (other than nonmining transpor-
tation) shall also be considered to be a
nonmining process. Exceptions to this
rule shall be made, however, in those
instances in which the rule would dis-
criminate between similarly situated
producers of the same mineral. For ex-
ample, roasting is specifically des-
ignated in subparagraph (1) of this
paragraph as a nonmining process, but
in the case of minerals referred to in
section 613(c)(4)(C) sintering is recog-
nized as a mining process. If certain
impurities in an ore can only be re-

moved by roasting in order to bring it
to the same shipping grade and form as
a competitive sintered ore of the same
kind which requires no roasting, the
subsequent sintering of the roasted ore
will be treated as a mining process. In
that case, however, the roasting of the
ore will nonetheless continue to be
treated as a nonmining process.

(3) Transportation for the purpose of
marketing or distribution; storage. Trans-
portation the primary purpose of which
is marketing, distribution, or delivery
for the application of only nonmining
processes shall not be considered as
mining. Nor shall transportation be
considered as mining merely because,
during the course of such transpor-
tation, some extraneous matter is re-
moved from the ore or mineral by the
operation of forces of nature, such as
evaporation, drainage, or gravity flow.
Similarly, storage or warehousing of
manufactured products shall not be
considered as mining. The preceding
sentence shall apply even though, dur-
ing the course of such storage or
warehousing, some extraneous matter
is removed from the ore or mineral by
the operation of forces of nature, such
as evaporation, drainage, or gravity
flow.

(4) Manufacturing, etc. The produc-
tion, packaging, distribution, and mar-
keting of manufactured products, and
the processes necessary or incidental
thereto, are nonmining processes.

(5) Transformation processes. Processes
which effect a substantial physical or
chemical change in a crude mineral
product, or which transform a crude
mineral product into new or different
mineral products, or into refined or
manufactured products, are nonmining
processes except to the extent that
such processes are allowed as mining
processes under section 613(c) or under
paragraph (f) of this section.

(6) Definitions. As used in section
613(c)(5) and this section:

(i) The term calcining refers to proc-
esses used to expel the volatile por-
tions of a mineral by the application of
heat, as, for example, the burning of
carbonate rock to produce lime, the
heating of gypsum to produce calcined
gypsum or plaster of Paris, or the heat-
ing of clays to reduce water of crys-
tallization.
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(ii) The term thermal smelting refers
to processes which reduce, separate, or
remove impurities from ores or min-
erals by the application of heat, as, for
example, the furnacing of copper con-
centrates, the heating of iron ores, con-
centrates, or pellets in a blast furnace
to produce pig iron, or the heating of
iron ores or concentrates in a direct re-
duction kiln to produce a feed for di-
rect conversion into steel.

(iii) The term refining refers to proc-
esses (other than mining processes des-
ignated in section 613(c)(4) or this sec-
tion) used to eliminate impurities or
foreign matter from smelted or par-
tially processed metallic and non-
metallic ores and minerals, as, for ex-
ample, the refining of blister copper. In
general, a refining process is designed
to achieve a high degree of purity by
removing relatively small amounts of
impurities or foreign matter from
smelted or partially processed ores or
minerals.

(iv) The term polishing refers to proc-
esses used to smooth the surface of
minerals, as, for example, sawing ap-
plied to finish rough cut blocks of
stone, sand finishing, buffing, or other-
wise smoothing blocks of stone.

(v) The term fine pulverization refers
to any grinding or other size reduction
process applied to reduce the normal
topsize of a mineral product to less
than .0331 inches, which is the size
opening in a No. 20 Screen (U.S. Stand-
ard Sieve Series). A mineral product
will be considered to have a normal
topsize of .0331 inches if at least 98 per-
cent of the product will pass through a
No. 20 Screen (U.S. Standard Sieve Se-
ries), provided that at least 5 percent of
the product is retained on a No. 45
Screen (U.S. Standard Sieve Series).
Compliance with the normal topsize
test may also be demonstrated by
other tests which are shown to be rea-
sonable in the circumstances. The nor-
mal topsize test shall be applied to the
product of the operation of each sepa-
rate and distinct piece of size reduction
equipment utilized (such as a roller
mill), rather than to the final products
for sale. Fine pulverization includes
the repeated recirculation of material
through crushing or grinding equip-
ment to accomplish fine pulverization.
Separating or screening the product of

a fine pulverization process (including
separation by air or water flotation)
shall be treated as a nonmining proc-
ess.

(vi) The term blending with other ma-
terials refers to processes used to blend
different kinds of minerals with one
another, as, for example, blending io-
dine with common salt for the purpose
of producing iodized table salt.

(vii) The term treatment effecting a
chemical change refers to processes
which transform or modify the chem-
ical composition of a crude mineral, as,
for example, the coking of coal. The
term does not include the use of chemi-
cals to clean the surface of mineral
particles provided that such cleaning
does not make any change in the phys-
ical or chemical structure of the min-
eral particles.

(viii) The term thermal action refers
to processes which involve the applica-
tion of artificial heat to ores or min-
erals, such as, for example, the burning
of bricks, the coking of coal, the expan-
sion or popping of perlite, the exfolia-
tion of vermiculite, the heat treatment
of garnet, and the heating of shale,
clay, or slate to produce lightweight
aggregates. The term does not include
drying to remove free water.

(h) Application to treat, as mining,
transportation in excess of 50 miles. If a
taxpayer desires to include in the com-
putation of his gross income from min-
ing transportation in excess of 50 miles
from the point of extraction of the
minerals from the ground, he shall file
an original and one copy of an applica-
tion for the inclusion of such greater
distance with the Commissioner of In-
ternal Revenue, Washington, DC 20224.
The application must include a state-
ment setting forth in detail the facts
concerning the physical and other re-
quirements which prevented the con-
struction and operation of the plant (in
which mining processes, as defined in
paragraph (f) of this section, are ap-
plied) at a place nearer to the point of
extraction from the ground. These
facts must be sufficient to apprise the
Commissioner of the exact basis of the
application. If the taxpayer’s return is
filed prior to receipt of notice of the
Commissioner’s action upon the appli-
cation, a copy of such application shall
be attached to the return. If, after an
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application is approved by the Commis-
sioner, there is a material change in
any of the facts relied upon in such ap-
plication, a new application must be
submitted by the taxpayer.

(i) Extraction from waste or residue. Ex-
traction of ores or minerals from the
ground means not only the extraction
of ores or minerals from a deposit, but
also the extraction by mine owners or
operators of ores or minerals from
waste or residue of their prior mining.
It is immaterial whether the waste or
residue results from the process of ex-
traction from the ground or from appli-
cation of mining processes as defined
in paragraph (f) of this section. How-
ever, extraction of ores or minerals
from waste or residue which results
from processes which are not allowable
as mining processes is not treated as
mining. Extraction of ores or minerals
from the ground does not include extrac-
tion of ores or minerals by the pur-
chaser of waste or residue or the pur-
chaser of the rights to extract ores or
minerals from waste or residue. The
term purchaser does not apply to any
person who acquires a mineral prop-
erty, including waste or residue, in a
tax-free exchange, such as a corporate
reorganization, from a person who was
entitled to a depletion allowance upon
ores or minerals produced from such
waste or residue, or from a person who
would have been entitled to such deple-
tion allowance had section 613(c)(3)
been in effect at the time of the trans-
fer. The term purchaser also does not
apply to a lessee who has renewed a
mineral lease if the lessee was entitled
to a depletion allowance (or would have
been so entitled had section 613(c)(3)
been in effect at the time of the re-
newal) upon ores or minerals produced
from waste or residue before renewal of
the lease. It is not necessary, for pur-
poses of the preceding sentence, that
the mineral lease contain an option for
renewal. The term purchaser does in-
clude a person who acquires waste or
residue in a taxable transaction, even
though such waste or residue is ac-
quired merely as an incidental part of
the entire mineral enterprise. For spe-
cial rules with respect to certain cor-
porate acquisitions referred to in sec-
tion 381(a), see section 381(c)(18) and
the regulations thereunder.

(j) Definition of controlled group. When
used in this section:

(1) The term controlled includes any
kind of control, direct or indirect,
whether or not legally enforceable, and
however exercisable or exercised. It is
the reality of the control which is deci-
sive, not its form or the mode of its ex-
ercise. A presumption of control arises
if income or deductions have been arbi-
trarily shifted.

(2) The term group means the organi-
zations, trades, or businesses owned or
controlled by the same interests.

[T.D. 7170, 37 FR 5374, Mar. 15, 1972]

§ 1.613–5 Taxable income from the
property.

(a) General rule. The term taxable in-
come from the property (computed without
allowance for depletion), as used in sec-
tion 613 and this part, means gross in-
come from the property as defined in sec-
tion 613(c) and §§ 1.613–3 and 1.613–4, less
all allowable deductions (excluding any
deduction for depletion) which are at-
tributable to mining processes, includ-
ing mining transportation, with re-
spect to which depletion is claimed.
These deductible items include oper-
ating expenses, certain selling ex-
penses, administrative and financial
overhead, depreciation, taxes deduct-
ible under section 162 or 164, losses sus-
tained, intangible drilling and develop-
ment costs, exploration and develop-
ment expenditures, etc. See paragraph
(c) of this section for special rules re-
lating to discounts and to certain of
these deductible items. Expenditures
which may be attributable both to the
mineral property upon which depletion
is claimed and to other activities shall
be properly apportioned to the mineral
property and to such other activities.
Furthermore, where a taxpayer has
more than one mineral property, de-
ductions which are not directly attrib-
utable to a specific mineral property
shall be properly apportioned among
the several properties. In determining
the taxpayer’s taxable income from the
property, the amount of any particular
item to be taken into account shall be
determined in accordance with the
principles set forth in paragraph (d)(2)
and (3) of § 1.613–4.

(b) Special rule; decrease in mining ex-
penses resulting from gain recognized
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under section 1245(a)(1). (1) If during any
taxable year beginning after December
31, 1962, the taxpayer disposes of an
item of section 1245 property (as de-
fined in section 1245(a)(3)) which has
been used in connection with a mineral
property, then for the purpose of com-
puting the taxable income from such
mineral property for such taxable year,
the allowable deductions taken into ac-
count with respect to expenses of min-
ing (that is, expenses attributable to a
mineral property other than an oil and
gas property) shall be decreased by an
amount equal to the portion of any
gain recognized under section 1245(a)(1)
(relating to treatment of gain from dis-
positions of certain depreciable prop-
erty as ordinary income) which is prop-
erly allocable to such mineral property
in respect of which the taxable income
is being computed. The portion of such
gain which is properly allocable to
such mineral property shall bear the
same ratio to the total of such gain as:

(i) The portion of the adjustments re-
flected in the adjusted basis (as such
term is defined in paragraph (a)(2) of
§ 1.1245–2, relating to definition of re-
computed basis) of such section 1245
property, which were allowable as de-
ductions from the gross income from the
property (as defined in section 613 (c)
and § 1.613–3) in computing the taxable
income from such mineral property,
bears to

(ii) The total of the adjustments re-
flected in the adjusted basis of such sec-
tion 1245 property.

(2) For the purposes of this para-
graph, the adjustments reflected in the
adjusted basis of the section 1245 prop-
erty disposed of shall be deemed to
have been taken into account in com-
puting the taxable income from the
mineral property for any taxable year
notwithstanding that for the taxable
year the allowance for depletion was
determined without reference to per-
centage depletion under section 613.

(3) If the amount of gain described in
subparagraph (1) of this paragraph allo-
cable to a mineral property for a tax-
able year exceeds the allowable deduc-
tions otherwise taken into account in
computing the taxable income from
the mineral property for the taxable
year, the excess may not be taken into
account in computing the taxable in-

come from the mineral property for
any other taxable year.

(4) To the extent that the adjust-
ments reflected in the adjusted basis of
the section 1245 property are allocable
to mineral property which the tax-
payer no longer owns in the taxable
year in which he disposes of the section
1245 property, the gain recognized
under section 1245(a)(1) does not result
in any tax benefit to the taxpayer
under this paragraph since he has no
taxable income from the mineral prop-
erty for such year. However, if a tax-
payer has, in the taxable year in which
he disposes of an item of section 1245
property, only a portion of the original
mineral property to which gain de-
scribed in subparagraph (1) of this
paragraph with respect to the section
1245 property is properly allocable, the
entire amount of that gain shall never-
theless be taken into account in com-
puting the taxable income of the re-
maining portion of the mineral prop-
erty. Furthermore, the fact that a min-
eral property to which section 1245 gain
is properly allocable is (in the taxable
year in which the taxpayer disposes of
an item of section 1245 property) no
longer in existence merely because the
mineral property has been made a part
of an aggregation or has been
deaggregated will not result in the loss
of tax benefits under this section. Ac-
cordingly,

(i) If a taxpayer has made an aggre-
gation of mineral properties (see sec-
tion 614 and the regulations there-
under), the amount of any gain de-
scribed in subparagraph (1) of this
paragraph which is properly allocable
to the aggregation shall include the
portion of any gain which would be
properly allocable to the mineral prop-
erties which existed separately prior to
the aggregation and of which the ag-
gregation is or was composed, if the
prior mineral properties had not been
aggregated; and

(ii) If a taxpayer has deaggregated a
mineral property, the amount of any
gain described in subparagraph (1) of
this paragraph which is properly allo-
cable to each of the resulting mineral
properties shall include a part of the
portion of any gain which would be
properly allocable to the prior aggrega-
tion if the aggregation had not been
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deaggregated, the part properly allo-
cable to each of the resulting prop-
erties being determined by allocating
the gain between the resulting prop-
erties in the same manner as basis is
allocated between them for tax pur-
poses (see paragraph (a)(2) of § 1.614–6
and example 5 of subparagraph (7) of
this paragraph).

(5) In any case in which it is nec-
essary to determine the portion of any
gain recognized under section 1245(a)(1)
which is properly allocable to the min-
eral property in respect of which the
taxable income is being computed, the
taxpayer shall have available perma-
nent records of all the facts necessary
to determine with reasonable accuracy
the amount of such portion. In the ab-
sence of such records, none of the gain
recognized under section 1245(a)(1) shall
be allocable to such mineral property.

(6) As used in this paragraph, the
term mineral property has the meaning
assigned to it by section 614 and § 1.614–
1.

(7) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A, who uses the calendar year as
his taxable year, operated and treated as sep-
arate properties mines Nos. 1 and 2. On Janu-
ary 1, 1963, A acquired a truck which was sec-
tion 1245 property. During 1963 and 1964 the
truck was used 25 percent of the time at
mine No. 1 and 75 percent of the time at
mine No. 2. For each such year the deprecia-
tion adjustments allowed in respect of the
truck were $800 (the amount allowable). In
computing the taxable income from mines
Nos. 1 and 2 for each such year, $200 (25 per-
cent of $800) of the depreciation adjustments
was allocated by A to mine No. 1 and $600 (75
percent of $800) to mine No. 2. Thus, for the
2 years, the total of the depreciation adjust-
ments on the truck was $1,600, of which $400
was allocated to mine No. 1 and $1,200 to
mine No. 2. On January 1, 1965, A recognized
upon sale of the truck a gain of $500 to which
section 1245(a)(1) applied. During 1965, A did
not recognize any other gain to which sec-
tion 1245(a)(1) applied. In computing taxable
income from the mines for 1965, the expenses
otherwise required to be taken into account
are reduced by $125 (that is $400/$1,600 of $500)
for mine No. 1 and by $375 (that is $1,200/
$1,600 of $500) for mine No. 2.

Example 2. The situation is the same as in
example 1, except that the truck in question
is used 25 percent of the time at mine No. 1,
and 75 percent of the time in a nonmining
business owned by A. Accordingly, in com-

puting taxable income from A’s mines for
1965, the expenses for mine No. 1 otherwise
required to be taken into account are re-
duced by $125 (that is $400/$1,600 of $500), but
no reduction is made in the expenses for
mine No. 2, since the truck in question was
not used in connection with that mineral
property.

Example 3. The situation is the same as in
example 1, except that the truck in question
was used exclusively at mine No. 1 in 1963.
On January 1, 1964, the truck was transferred
to mine No. 2, and was used exclusively at
mine No. 2 during the remaining period prior
to its sale. However, A continued to own and
operate mine No. 1. For the 2 years 1963 and
1964, the total of the depreciation adjust-
ments on the truck was $1,600, of which $800
was allocated to mine No. 1 and $800 to mine
No. 2. In computing taxable income from A’s
mines for 1965, the expenses for mines Nos. 1
and 2 otherwise required to be taken into ac-
count are reduced by $250 each (that is $800/
$1,600 of $500). If A had sold mine No. 1 on
January 1, 1964, no reduction in expenses
would be allowable as a result of the oper-
ation of the truck at mine No. 1, since A
would no longer have owned mine No. 1 in
the year in which the truck was sold.

Example 4. On January 1, 1963, B, who uses
the calendar year as his taxable year and
who normally allocates depreciation costs to
mines according to the percentage of time
which the depreciable asset is used with re-
spect to the mines, acquired a truck which
was section 1245 property. During 1963 the
truck was used exclusively on mine No. 1,
which B operated and treated as a separate
property. The depreciation adjustments al-
lowed in respect of the truck for 1963 were
$1,000 (the amount allowable), which amount
was allocated to mine No. 1 in computing the
taxable income therefrom. On January 1,
1964, B acquired and began operating mine
No. 2 and elected under section 614(c) to ag-
gregate and treat as one property mines Nos.
1 and 2. During 1964 B used the truck 60 per-
cent of the time for mine No. 1 and 40 per-
cent of the time for mine No. 2. For 1964 the
depreciation adjustments allowed in respect
of the truck were $1,000 (the amount allow-
able), which amount was allocated to the ag-
gregation of mines Nos. 1 and 2 in computing
the taxable income therefrom. On December
31, 1964, B sold mine No. 2. For 1965 the depre-
ciation adjustments allowed in respect to the
truck were $1,000 (the amount allowable),
which amount was allocated to mine No. 1 in
computing the taxable income therefrom. On
January 1, 1966, B recognized gain upon sale
of the truck of $600 to which section
1245(a)(1) applied. In computing the taxable
income from mine No. 1 for 1966, the ex-
penses otherwise required to be taken into
account are reduced by $600, since all the de-
preciation adjustments allowed with respect
to the truck, including those allowed with
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respect to the use of the truck at mine No.
2 ($400 for 1964), relate to the same mineral
property from which B had taxable income in
1966, the taxable year in which he sold the
truck.

Example 5. On January 1, 1962, A, who uses
the calendar year as his taxable year, elected
under section 614(c) to aggregate and treat as
one mineral property his operating mineral
interests in mines Nos. 1 and 2. On January
1, 1963, A acquired a truck which was section
1245 property, to be used at both mine No. 1
and mine No. 2. A later elected (with the
consent of the Commissioner) to deaggregate
mines Nos. 1 and 2, and this deaggregation
became effective on January 1, 1964. At the
time of deaggregation, half of the tax basis
of the aggregated property was allocated to
mine No. 1, and the other half to mine No. 2.
During each of the years 1963 and 1964, the
truck was used 25 percent of the time on
mine No. 1 and 75 percent of the time on
mine No. 2, and the depreciation adjustments
allowed in respect of the truck were $800 (the
amount allowable). On January 1, 1965, A rec-
ognized upon sale of the truck a gain of $500
to which section 1245(a)(1) applied. In com-
puting taxable income from A’s mines for
1965, the expenses otherwise required to be
taken into account are reduced by $187.50
(that is half of $250 for 1963 and $200/$800 of
$250 for 1964) for mine No. 1 and by $312.50
(that is half of $250 for 1963 and $600/$800 of
$250 for 1964) for mine No. 2.

(c) Treatment of particular items in
computing taxable income from the prop-
erty. In determining taxable income
from the property under the provisions
of paragraph (a) of this section:

(1) Trade or cash discounts (or allow-
ances determined to have the same ef-
fect as trade or cash discounts) which
are actually allowed to the taxpayer in
connection with the acquisition of
property, supplies, or services shall not
be included in the cost of such prop-
erty, supplies, or services.

(2) Intangible drilling and develop-
ment costs which are deducted under
section 263(c) and § 1.612–4 shall be sub-
tracted from the gross income from the
property.

(3) Exploration and development ex-
penditures which are deducted for the
taxable year under sections 615, 616, or
617 shall be subtracted from the gross
income from the property.

(4)(i) Selling expenses, if any, paid or
incurred with respect to a raw mineral
product shall be subtracted from gross
income from the property. See subdivi-
sion (iii) of this subparagraph for the
definition of the term raw mineral prod-

uct. For example, the selling expenses
paid or incurred by a producer of raw
mineral products with respect to prod-
ucts such as crude oil, raw gas, coal,
iron ore, or crushed dolomite shall be
subtracted from gross income from the
property.

(ii) A reasonable portion of the ex-
penses of selling a refined, manufac-
tured, or fabricated product shall be
subtracted from gross income from the
property. Such reasonable portion shall
be equivalent to the typical selling ex-
penses which are incurred by
unintegrated miners or producers in
the same mineral industry so as to
maintain equality in the tax treatment
of unintegrated miners or producers in
comparison with integrated miner-
manufacturers or producer-manufac-
turers. If unintegrated miners or pro-
ducers in the same mineral industry do
not typically incur any selling ex-
penses, then no portion of the expenses
of selling a refined, manufactured, or
fabricated product shall be subtracted
from gross income from the property
when determining the taxpayer’s tax-
able income from the property.

(iii) For purposes of this subpara-
graph, a product will be considered to
be a raw mineral product if (in the case
of oil and gas) it is sold in the imme-
diate vicinity of the well or if (in the
case of minerals other than oil and gas)
it is sold under the conditions de-
scribed in paragraph (b)(1) of § 1.613–4.
In addition, a product will be consid-
ered to be a raw mineral product if
only insubstantial value is added to the
product by nonmining processes (or, in
the case of oil and gas, by conversion
or transportation processes). For exam-
ple, in the case of a producer of crushed
granite poultry grit, both bulk and
bagged grit will be deemed to be a raw
mineral product for purposes of the
selling expense rule set forth in this
subparagraph.

(iv) The term selling expenses, for pur-
poses of this subparagraph, includes
sales management salaries, rent of
sales offices, sales clerical expenses,
salesmen’s salaries, sales commissions
and bonuses, advertising expenses,
sales traveling expenses, and similar
expenses, together with an allocable
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share of the costs of supporting serv-
ices, but the term does not include de-
livery expenses.

(5) Taxes which are taken as a credit
rather than as a deduction or which are
capitalized shall not be subtracted
from the gross income from the prop-
erty.

(6) Trade association dues paid or in-
curred by a producer of crude oil or gas
or a raw mineral product shall be sub-
tracted from the gross income from the
property. See subparagraph (4) (iii) of
this paragraph for the definition of the
term raw mineral product. In addition, a
reasonable portion of the trade associa-
tion dues incurred by a producer of a
refined, manufactured, or fabricated
product shall also be subtracted from
gross income from the property if the
activities of the association relate to
production, treatment and marketing
of the crude oil or gas or raw mineral
product. One reasonable method of al-
locating the trade association dues de-
scribed in the preceding sentence is an
allocation based on the proportion that
the direct costs of mining processes
and the direct costs of nonmining proc-
esses (or in the case of oil and gas, con-
version and transportation processes)
bear to each other. The foregoing rules
shall apply even though one of the
principal purposes of an association is
to advise, promote, or assist in the pro-
duction, marketing, or sale of refined,
manufactured, or fabricated products.
For example, a reasonable portion of
the trade association dues paid to an
association which promotes the sale of
cement, refined petroleum, or copper
products shall be subtracted from gross
income from the property.

[T.D. 6955, 33 FR 6968, May 9, 1968. Redesig-
nated by T.D. 7170, 37 FR 5374, Mar. 15, 1972,
as amended by T.D. 7170, 37 FR 5381, Mar. 15,
1972]

§ 1.613–6 Statement to be attached to
return when depletion is claimed
on percentage basis.

In addition to the requirements set
forth in paragraph (g) of § 1.611–2, a tax-
payer who claims the percentage deple-
tion deduction under section 613 for
any taxable year shall attach to his re-
turn for such year a statement setting
forth in complete, summary form, with
respect to each property for which such

deduction is allowable, the following
information:

(a) All data necessary for the deter-
mination of the gross income from the
property, as defined in §§ 1.613–3 from
1.613–4, including:

(1) Amounts paid as rents or royal-
ties including amounts which the re-
cipient treats under section 631(c),

(2) Proportion and amount of bonus
excluded, and

(3) Amounts paid to holders of other
interests in the mineral deposit.

(b) All additional data necessary for
the determination of the taxable income
from the property (computed without the
allowance for depletion), as defined in
§ 1.613–5.

[T.D. 7170, 37 FR 5382, Mar. 15, 1972]

§ 1.613–7 Application of percentage de-
pletion rates provided in section
613(b) to certain taxable years end-
ing in 1954.

(a) Election of taxpayer. In the case of
any taxable year ending after Decem-
ber 31, 1953, to which the Internal Rev-
enue Code of 1939 is applicable, the tax-
payer may elect in accordance with
section 613(d) and this section to apply
the appropriate percentage depletion
rate specified in section 613 in respect
of any mineral property (within the
meaning of the 1939 Code). In the case
of mines, wells, or other natural depos-
its listed in section 613(b), the election
may be made by the taxpayer irrespec-
tive of whether his depletion allowance
with respect to the property for the
taxable year was computed upon the
basis of cost, discovery value, or upon
a percentage of gross income from the
property. Once made, the election shall
be irrevocable with respect to the prop-
erty for which it is exercised. The elec-
tion may be made for any mineral
property of the taxpayer and need not
be made for all such properties. Gross
income from the property and net income
from the property shall have the same
meaning as those terms are used in 26
CFR (1939) 39.23(m)–1 (Regulations 118).

(b) Computation of depletion allowance.
The depletion allowance for any tax-
able year with respect to any property
for which the taxpayer makes the elec-
tion under section 613(d) shall be an
amount equal to the sum of:
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(1) That portion of a tentative allow-
ance, computed under the provisions of
the Internal Revenue Code of 1939
(without regard to paragraph (1) of sec-
tion 613(d)), which the number of days
in the taxable year prior to January 1,
1954, bears to the total number of days
in such taxable year; plus

(2) That portion of a tentative allow-
ance, computed by using the appro-
priate percentage depletion rate speci-
fied in section 613(b) (but otherwise
computed under the provisions of the
Internal Revenue Code of 1939), which
the number of days in the taxable year
after December 31, 1953, bears to the
total number of days in such taxable
year.
In the case of any taxable year begin-
ning after December 31, 1953, and end-
ing before August 17, 1954, the deple-
tion allowance with respect to any
property for which the taxpayer makes
the election under section 613(d) shall
be computed under the provisions of
the Internal Revenue Code of 1939, ex-
cept that the appropriate percentage
depletion rate specified in section
613(b) shall be used. In making such
computation, gross income from the
property and net income from the prop-
erty shall be determined in the same
manner as specified in paragraph (a) of
this section.

(c) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. A is a taxpayer who reports in-
come on the basis of a taxable year ending
June 30. For the taxable year ended June 30,
1954, A had gross income from a uranium
property in the amount of $100,000 and his de-
pletion allowance was computed with ref-
erence to percentage depletion. His net in-
come from this property, for purposes of lim-
iting the depletion allowance, was $40,000.
The 15-percent rate of depletion provided for
in the Internal Revenue Code of 1939 for
metal mines resulted in a depletion allow-
ance for the taxable year of $15,000. Percent-
age depletion computed with reference to the
23-percent rate provided for uranium under
section 613(b) is $23,000 ($100,000 times 23 per-
cent). However, the allowance computed on
this basis is limited to $20,000 (50 percent of
A’s net income from the property). If A exer-
cises the election provided for in section
613(d) his depletion allowance for the taxable
year is the aggregate of $7,561.64 (184/365
times $15,000) plus $9,917.80 (181/365 times
$20,000) or $17,479.44

Example 2. Assume the same facts as in ex-
ample 1 except that A’s depletion allowance
was computed on the basis of cost and
amounted to $17,500. If the election is made,
A’s allowance for the taxable year is the ag-
gregate of $8,821.92 (184/365 times $17,500) plus
$9,917.80 (181/365 times $20,000) or $18,739.72.

(d) Requirement for making election. (1)
The election under section 613(d) shall
be made by filing a statement with the
district director with whom the income
tax return was filed for the taxable
year to which the election is applica-
ble. Such statement shall indicate that
an election is being made under section
613(d), shall contain a recomputation of
the depletion allowance and the tax li-
ability for all taxable years affected by
the exercise of the election, and shall
be accompanied either by a claim for
refund or credit or by an amended re-
turn or returns, whichever is appro-
priate.

(2) If the treatment of any item upon
which a tax previously determined was
based, or if the application of any pro-
visions of the internal revenue laws
with respect to such tax, depends upon
the amount of income (e.g., charitable
contributions, foreign tax credit, divi-
dends received credit, and medical ex-
penses), readjustment in these particu-
lars will be necessary as part of any re-
computation in conformity with the
change in the amount of the income
which results solely from the making
of the election under section 613(d).

(e) Administrative provisions; etc. (1)
Section 36(b) of the Technical Amend-
ments Act of 1958 (72 Stat. 1633) pro-
vides as follows:

Sec. 36. Percentage depletion rates for certain
taxable years ending in 1954. * * *

(b) Statute of limitations, etc.; interest. If re-
fund or credit of any overpayment resulting
from the application of the amendment made
by subsection (a) of this section is prevented
on the date of the enactment of this Act, or
within 6 months from such date, by the oper-
ation of any law or rule of law (other than
section 3760 of the Internal Revenue Code of
1939 or section 7121 of the Internal Revenue
Code of 1954, relating to closing agreements,
and other than section 3761 of the Internal
Revenue Code of 1939 or section 7122 of the
Internal Revenue Code of 1954, relating to
compromises), refund or credit of such over-
payment may, nevertheless, be made or al-
lowed if claim therefor is filed within 6
months from such date. No interest shall be
paid on any overpayment resulting from the
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application of the amendment made by sub-
section (a) of this section.

(2) If refund or credit of any overpay-
ment resulting from the application of
section 613(d) is prevented on Sep-
tember 2, 1958, or on or before March 2,
1959, by the operation of any law or
rule of law (other than section 3760 of
the Internal Revenue Code of 1939 or
section 7121 of the Internal Revenue
Code of 1954, relating to closing agree-
ments, and other than section 3761 of
the Internal Revenue Code of 1939 or
section 7122 of the Internal Revenue
Code of 1954, relating to compromises),
refund or credit of such overpayment
may, nevertheless, be made or allowed
if claim therefor is filed on or before
March 2, 1959. If such refund or credit is
not prevented on or before March 2,
1959, the time for filing claim therefor
shall be governed by the rules of law
generally applicable to credits and re-
funds.

(3) The amount of any refund or cred-
it which is allowable by reason of sec-
tion 613(d) shall not exceed the de-
crease in income tax liability resulting
solely from the application of the per-
centage rates specified in section
613(b). No interest shall be allowed or
paid on any overpayment resulting
from the application of section 613(d).

(4) For purposes of this section the
decrease in income tax liability shall be
the amount by which the tax pre-
viously determined (as defined in sec-
tion 3801(d) of the Internal Revenue
Code of 1939) exceeds the tax as recom-
puted under section 613(d) and this sec-
tion.

(f) Adjustment to basis. Proper adjust-
ment shall be made to the basis of any
property as required by section
113(b)(1) of the Internal Revenue Code
of 1939 and 26 CFR (1939) 39.113(b)(1)–1(c)
(Regulations 118) to reflect any change
in the depletion allowance resulting
from the application of section 613(d) of
the Internal Revenue Code of 1954.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960. Redesig-
nated by T.D. 7170, 37 FR 5374, Mar. 15, 1972]

§ 1.613A–0 Limitations on percentage
depletion in the case of oil and gas
wells; table of contents.

This section lists the paragraphs con-
tained in §§ 1.613A–0 through 1.613A–7.

§ 1.613A–1 Post-1974 limitations on percentage
depletion in case of oil and gas wells; general
rule.

§ 1.613A–2 Exemption for certain domestic gas
wells.

§ 1.613A–3 Exemption for independent
producers and royalty owners.

(a) General rules.
(b) Phase-out table.
(c) Applicable percentage.
(d) Production in excess of depletable

quantity.
(1) Primary production.
(2) Secondary or tertiary production.
(3) Taxable income from the property.
(4) Examples.
(e) Partnerships.
(1) General rule.
(2) Initial allocation of adjusted basis of

oil or gas property among partners.
(i) General rule.
(ii) Allocation methods.
(3) Adjustments by partnership to allo-

cated adjusted bases.
(i) Capital expenditures by partnership.
(ii) Admission of a new partner or increase

in partner’s interest.
(A) In general.
(B) Allocation of basis to contributing

partner.
(C) Reduction of existing partners’ bases.
(iii) Determination of aggregate of part-

ners’ adjusted bases in the property.
(A) In general.
(B) Written data.
(C) Assumptions.
(iv) Withdrawal of partner or decrease in

partner’s interest.
(A) In general.
(B) Special rule for determining a with-

drawing partner’s basis in the property.
(v) Effective date.
(4) Determination of a partner’s interest in

partnership capital or income.
(5) Special rules on allocation of adjusted

basis to partners.
(6) Miscellaneous rules.
(7) Examples.
(f) S corporations.
(g) Trusts and estates.
(h) Businesses under common control;

members of the same family.
(1) Component members of a controlled

group.
(2) Aggregation of business entities under

common control.
(3) Allocation among members of the same

family.
(4) Special rules.
(5) Examples.
(i) Transfer of oil or gas property.
(1) General rule.
(i) In general.
(ii) Examples.
(2) Transfers after October 11, 1990.
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(i) General rule.
(ii) Transfer.
(iii) Transferee.
(iv) Effective date.
(v) Examples.
(j) Percentage depletion with respect to

bonuses and advanced royalties.
(1) Amounts received or accrued after Au-

gust 16, 1986.
(2) Amounts received or accrued before Au-

gust 17, 1986.
(k) Special rules for fiscal year taxpayers.
(l) Information furnished by partnerships,

trusts, estates, and operators.

§ 1.613A–4 Limitations on application of
§ 1.613A–3 exemption.

(a) Limitation based on taxable income.
(b) Retailers excluded.
(c) Certain refiners excluded.

§ 1.613A–5 Election under section 613A (c) (4).

§ 1.613A–6 Recordkeeping requirements.

(a) Principal value of property dem-
onstrated.

(b) Production from secondary or tertiary
processes.

(c) Retention of records.

§ 1.613A–7 Definitions.

(a) Domestic.
(b) Natural gas.
(c) Regulated natural gas.
(d) Natural gas sold under fixed contract.
(e) Qualified natural gas from

geopressured brine.
(f) Average daily production.
(g) Crude oil.
(h) Depletable oil quantity.
(i) Depletable natural gas quantity.
(j) Barrel.
(k) Secondary or tertiary production.
(l) Controlled group of corporations.
(m) Related person.
(n) Transfer.
(o) Transferee.
(p) Interest in proven oil or gas property.
(q) Amount disallowed.
(r) Retailer.
(s) Refiner.

[T.D. 8348, 56 FR 21938, May 13, 1991, as
amended by T.D. 8437, 57 FR 43899, Sept. 23,
1992]

§ 1.613A–1 Post-1974 limitations on
percentage depletion in case of oil
and gas wells; general rule.

Except as otherwise provided in sec-
tion 613A and the regulations there-
under, in the case of oil or gas which is
produced after December 31, 1974, and
to which gross income from the prop-
erty is attributable after such year, the
allowance for depletion under section

611 with respect to any oil or gas well
shall be computed without regard to
section 613. In the case of a taxable
year beginning before January 1, 1975,
and ending after that date, the percent-
age depletion allowance (but not the
cost depletion allowance) with respect
to oil and gas wells for such taxable
year shall be determined by treating
the portion thereof in 1974 as if it were
a short taxable year for purposes of
section 613 and the portion thereof in
1975 as if it were a short taxable year
for purposes of section 613A.

[T.D. 7487, 42 FR 24264, May 13, 1977]

§ 1.613A–2 Exemption for certain do-
mestic gas wells.

(a) The allowance for depletion under
section 611 shall be computed in ac-
cordance with section 613 with respect
to:

(1) Regulated natural gas (as defined
in paragraph (c) of § 1.613A–7),

(2) Natural gas sold under a fixed
contract (as defined in paragraph (d) of
§ 1.613A–7), and

(3) Any geothermal deposit in the
United States or in a possession of the
United States that is determined to be
a gas well within the meaning of
former section 613(b)(1)(A) (as in effect
before enactment of the Tax Reduction
Act of 1975) for taxable years ending
after December 31, 1974, and before Oc-
tober 1, 1978 (see section 613(e) for de-
pletion on geothermal deposits there-
after),

(b) For taxable years ending after
September 30, 1978, the allowance for
depletion under section 611 shall be
computed in accordance with section
613 with respect to any qualified nat-
ural gas from geopressured brine (as
defined in paragraph (e) of § 1.613A–7),
and 10 percent shall be deemed to be
specified in section 613(b) for purposes
of section 613(a).

(c) For special rules applicable to
partnerships, S corporations, trusts,
and estates, see paragraphs (e), (f), and
(g) of § 1.613A–3.

(d) The provisions of this section may
be illustrated by the following exam-
ples:

Example 1. A is a producer of natural gas
which is sold by A under a contract in effect
on February 1, 1975. The contract provides
for an increase in the price of the gas sold

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00431 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



432

26 CFR Ch. I (4–1–01 Edition)§ 1.613A–3

under the contract to the highest price paid
to a producer for natural gas in the area. The
gas sold by A qualifies under section
613A(b)(1)(B) for percentage depletion as gas
sold under a fixed contract until its price in-
creases, but is presumed not to qualify there-
after unless A demonstrates by clear and
convincing evidence that the price increase
in no event takes increases in tax liabilities
into account.

Example 2. B is a producer of natural gas
which is sold by B under a contract in effect
on February 1, 1975. The contract provides
that beginning January 1, 1980, the price of
the gas may be renegotiated. Such a provi-
sion does not disqualify gas from qualifying
for the exemption under section 613A(b)(1)(B)
with respect to the gas sold prior to January
1, 1980. However, gas sold on or after January
1, 1980, does not qualify for the exemption
whether or not the price of the gas is renego-
tiated.

[T.D. 8348, 56 FR 21939, May 13, 1991, as
amended by T.D. 8437, 57 FR 43899, Sept. 23,
1992; 58 FR 6678, Feb. 1, 1993]

§ 1.613A–3 Exemption for independent
producers and royalty owners.

(a) General rules. (1) Except as pro-
vided in section 613A(d) and § 1.613A–4,
the allowance for depletion under sec-
tion 611 with respect to oil or gas
which is produced after December 31,
1974, and to which gross income from
the property is attributable after that
date, shall be computed in accordance
with section 613 with respect to:

(i) So much of the taxpayer’s average
daily production (as defined in para-
graph (f) of § 1.613A–7) of domestic
crude oil (as defined in paragraphs (a)
and (g) of § 1.613A–7) as does not exceed
the taxpayer’s depletable oil quantity
(as defined in paragraph (h) of § 1.613A–
7), and

(ii) So much of the taxpayer’s aver-
age daily production of domestic nat-
ural gas (as defined in paragraphs (a)
and (b) of § 1.613A–7) as does not exceed
the taxpayer’s depletable natural gas
quantity (as defined in paragraph (i) of
§ 1.613A–7), and the applicable percent-
age (determined in accordance with the
table in paragraph (c) of this section
shall be deemed to be specified in sec-
tion 613(b) for purposes of section
613(a).

(2) Except as provided in section
613A(d) and § 1.613A–4, the allowance for
depletion under section 611 with re-
spect to oil or gas which is produced
after December 31, 1974, and to which

gross income from the property is at-
tributable after that date and before
January 1, 1984, shall be computed in
accordance with section 613 with re-
spect to:

(i) So much of the taxpayer’s average
daily secondary or tertiary production
(as defined in paragraph (k) of § 1.613A–
7) of domestic crude oil as does not ex-
ceed the taxpayer’s depletable oil
quantity (determined without regard
to section 613A(c)(3)(A)(ii), as in effect
prior to the Revenue Reconciliation
Act of 1990), and

(ii) So much of the taxpayer’s aver-
age daily secondary or tertiary produc-
tion of domestic natural gas as does
not exceed the taxpayer’s depletable
natural gas quantity (determined with-
out regard to section 613A(c)(3)(A)(ii),
as in effect prior to the Revenue Rec-
onciliation Act of 1990), and 22 percent
shall be deemed to be specified in sec-
tion 613(b) for purposes of section
613(a).

(3) For purposes of this section, there
shall not be taken into account any
production with respect to which per-
centage depletion is allowed pursuant
to section 613A(b) or is not allowable
by reason of section 613A(c)(9), as in ef-
fect prior to the Revenue Reconcili-
ation Act of 1990.

(4) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A, a calendar year taxpayer,
owns an oil producing property with 100,000
barrels of production to which income was
attributable for 1975 and a gas producing
property with 1,200,000,000 cubic feet of pro-
duction to which income was attributable for
1975. Under section 613A(c)(4), the oil equiva-
lent of 1,200,000,000 cubic feet of gas is 200,000
barrels, bringing A’s total production of oil
and gas to which income was attributable for
1975 to the equivalent of 300,000 barrels of oil.
A’s average daily production was 821.92 bar-
rels (300,000 barrels÷ 365 days) which is less
than the depletable oil quantity (2,000 bar-
rels) before reduuction for any election by A
under section 613A(c)(4). Accordingly, A may
make an election with respect to A’s entire
gas production and thereby be entitled to
percentage depletion with respect to A’s en-
tire 1975 income from production of oil and
gas. A’s allowable depletion pursuant to sec-
tion 613A(c) and A’s oil and gas properties
would be the amount determined under sec-
tion 613(a) computed at the 22 percent rate
specified in section 613A(c)(5), as in effect
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prior to the Revenue Reconciliation Act 1990,
for 1975.

Example 2. B, a calendar year taxpayer,
owns oil producing properties with 365,000
barrels of production to which income was
attributable for 1975. B was a retailer of oil
and gas for only the last 3 months of 1975. B’s
average daily production for 1975 was 1,000
barrels (365,000 barrels÷365 days).

Example 3. C, a calendar year taxpayer,
owns property X with 500,000 barrels of pri-
mary production to which income was at-
tributable for 1975 and property Y with
200,000 barrels of primary production to
which income was attributable for 1975.
Property Y had been transferred to C on Jan-
uary 1, 1975, on which date it was a proven
property. Therefore, the exemption under
section 613A(c)(1) does not apply to C with
respect to production from property Y. In de-
termining C’s depletable oil quantity for the
year, the production from property Y is not
taken into account. Thus, C’s average daily
prduction for 1975 was 1,369.86 barrels (500,000
barrels÷365).

Example 4. D owns an oil property with pro-
ducing wells X and Y on it. In 1975 D con-
verts well X into an injection well. Prior to
the application of the secondary process, it
is estimated that without the application of
the process the annual production from well
X would have been 50x barrels of oil and from
well Y would have been 100x barrels of oil.
For the taxable year in which injection is
commenced production from well X is 10x
barrels and from well Y is 180x barrels. Forty
x barrels of oil [190x barrels of oil (actual
production from the property)—150x barrels
(estimate of primary production from the
property)] qualify as secondary production.

Example 5. E, a calendar year taxpayer,
owns a domestic oil well which produced
100,000 barrels of oil in 1980. The proceeds
from the sale of 15,000 barrels of that produc-
tion are not includible in E’s income until
1981. The 15,000 barrels produced in 1980 are
included in E’s average daily production for
1981 and excluded from such production for
1980. The tentative quantity and the percent-
age depletion rate for 1981 are applicable to
the 15,000 barrels of oil.

(b) Phase-out table. For purposes of
section 613A(c)(3)(A)(i) and § 1.613A–7(h)
(relating to depletable oil quantity)—

In the case of production after 1974 and to
which gross income from the property is at-

tributable for the calendar year:

The tentative
quantity in bar-
rels per day is:

1975 ............................................................. 2,000
1976 ............................................................. 1,800
1977 ............................................................. 1,600
1978 ............................................................. 1,400
1979 ............................................................. 1,200
1980 and thereafter ..................................... 1,000

(c) Applicable percentage. For purposes
of section 613A(c)(1) and paragraph (a)
of this section—

In the case of production after 1974 and
to which gross income from the property

is attributable for the calendar year:

The applicable
percentage is:

1975 ........................................................... 22
1976 ........................................................... 22
1977 ........................................................... 22
1978 ........................................................... 22
1979 ........................................................... 22
1980 ........................................................... 22
1981 ........................................................... 20
1982 ........................................................... 18
1983 ........................................................... 16
1984 and thereafter ................................... 15

(d) Production in excess of depletable
quantity—(1) Primary production. (i) If
the taxpayer’s average daily produc-
tion of domestic crude oil exceeds his
depletable oil quantity, the allowance
for depletion pursuant to section
613A(c)(1)(A) and paragraph (a)(1)(i) of
this section with respect to oil pro-
duced during the taxable year from
each property in the United States
shall be that amount which bears the
same ratio to the amount of depletion
which would have been allowable under
section 613(a) for all of the taxpayer’s
oil produced from the property during
the taxable year (computed as if sec-
tion 613 applied to all of the production
at the rate specified in paragraph (c) of
this section) as the amount of his de-
pletable oil quantity bears to the ag-
gregate number of barrels representing
the average daily production of domes-
tic crude oil of the taxpayer for such
year.

(ii) If the taxpayer’s average daily
production of domestic natural gas ex-
ceeds his depletable natural gas quan-
tity, the allowance for depletion pursu-
ant to section 613A(c)(1)(B) and para-
graph (a)(1)(ii) of this section with re-
spect to natural gas produced during
the taxable year from each property in
the United States shall be that amount
which bears the same ratio to the
amount of depletion which would have
been allowable pursuant to section
613(a) for all of the taxpayer’s natural
gas produced from the property during
the taxable year (computed as if sec-
tion 613 applied to all of the production
at the rate specified in paragraph (c) of
this section) as the amount of his de-
pletable natural gas quantity in cubic
feet bears to the aggregate number of
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cubic feet representing the average
daily production of domestic natural
gas of the taxpayer for such year.

(2) Secondary or tertiary production. (i)
If the taxpayer’s average daily sec-
ondary or tertiary production of do-
mestic crude oil exceeds his depletable
oil quantity (determined without re-
gard to section 613A(c)(3)(A)(ii), as in
effect prior to the Revenue Reconcili-
ation Act of 1990), the allowance for de-
pletion pursuant to section
613A(c)(6)(A)(i), as in effect prior to the
Revenue Reconciliation Act of 1990,
and paragraph (a)(2)(i) of this section
with respect to oil produced during the
taxable year from each property in the
United States shall be that amount
which bears the same ratio to the
amount of depletion which would have
been allowable pursuant to section
613(a) for all of the taxpayer’s sec-
ondary or tertiary production of oil
from the property during the taxable
year (computed as if section 613 applied
to all of the production at the rate
specified in paragraph (a)(2) of this sec-
tion) as the amount of his depletable
oil quantity (determined without re-
gard to section 613A(c)(3)(A)(ii), as in
effect prior to the Revenue Reconcili-
ation Act of 1990) bears to the aggre-
gate number of barrels representing
the average daily secondary or tertiary
production of domestic crude oil of the
taxpayer for such year.

(ii) If the taxpayer’s average daily
secondary or tertiary production of do-
mestic natural gas exceeds his deplet-
able natural gas quantity (determined
without regard to section
613A(c)(3)(A)(ii), as in effect prior to
the Revenue Reconciliation Act of
1990), the allowance for depletion pur-
suant to section 613A(c)(6)(A)(ii), as in
effect prior to the Revenue Reconcili-
ation Act of 1990, and paragraph
(a)(2)(ii) of this section with respect to
natural gas produced during the tax-
able year from each property in the
United States shall be that amount
which bears the same ratio to the
amount of depletion which would have
been allowable pursuant to section
613(a) for all of the taxpayer’s sec-
ondary or tertiary production of nat-
ural gas from the property during the
taxable year (computed as if section 613
applied to all of the production at the

rate specified in paragraph (a)(2) of this
section) as the amount of his deplet-
able natural gas quantity in cubic feet
(determined without regard to section
613A(c)(3)(A)(ii), as in effect prior to
the Revenue Reconciliation Act of 1990)
bears to the aggregate number of cubic
feet representing the average daily sec-
ondary or tertiary production of do-
mestic natural gas of the taxpayer for
such year.

(iii) This paragraph (d)(2) shall not
apply after December 31, 1983.

(3) Taxable income from the property. If
both oil and gas are produced from the
property during the taxable year, then
for purposes of section 613A(c)(7) (A)
and (B) and paragraph (d) of this sec-
tion the taxable income from the prop-
erty, in applying the taxable income
limitation in section 613(a), shall be al-
located between the oil production and
the gas production in proportion to the
gross income from the property during
the taxable year from each. If both gas
with respect to which section 613A(b)
and § 1.613A–2 apply and oil or gas with
respect to which section 613A(c) and
this section apply are produced from
the property during the taxable year,
then for purposes of section 613A(d)(1)
and paragraph (a) of § 1.613A–4 the tax-
able income from the property, in ap-
plying the taxable income limitation
in section 613(a), shall also be so allo-
cated. In addition, if both primary pro-
duction and secondary or tertiary pro-
duction (to which gross income from
the property is attributable before Jan-
uary 1, 1984) are produced from the
property during the taxable year and
the total amount of production is in
excess of the depletable quantity, then
for purposes of paragraph (d) of this
section the taxable income from the
property, in applying the taxable in-
come limitation in section 613(a), shall
also be so allocated.

(4) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. A owns Y and Z oil producing
properties. With respect to properties Y and
Z, the percentage depletion allowable pursu-
ant to section 613(a) (computed as if section
613 applied to all of the production at the
rate specified in section 613A(c)(5)) for 1975
was $100x and $200x, respectively. A’s average
daily production for 1975 was 4,000 barrels.
A’s allowable depletion pursuant to section
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613A(c) with respect to property Y was $50x
($100x depletion×2,000 depletable oil quantity/
4,000 average daily production). A’s allowable
depletion pursuant to section 613A(c) with
respect to property Z was $100x ($200x deple-
tion×2,000 depletable oil quantity/ 4,000 aver-
age daily production).

Example 2. B owns gas producing properties
which had secondary gas production for 1975
of 3,285,000,000 cubic feet, which under sec-
tion 613A(c)(4) is equivalent to 547,500 barrels
of oil. B’s average daily secondary produc-
tion of gas for 1975 was equivalent to 1,500
barrels (547,500 barrels÷365). B elected to have
section 613A(c)(4) apply to the gas produc-
tion. With respect to the production, the per-
centage depletion allowable pursuant to sec-
tion 613(a) (computed at the rate specified in
section 613A(c)(6)(A), as in effect prior to the
Revenue Reconciliation Act of 1990) was
$150x. B also owns an oil producing property
which had primary oil production for 1975 of
365,000 barrels. B’s average daily production
of oil for 1975 was 1,000 barrels (365,000÷365).
With respect to the oil property, the percent-
age depletion allowable pursuant to section
613(a) (computed as if section 613 applied to
all of the production at the rate specified in
section 613A(c)(5), as in effect prior to the
Revenue Reconciliation Act of 1990) was
$100x. B’s depletable oil quantity for 1975 was
500 barrels (2,000 barrels tentative quantity
¥1,500 barrels average daily secondary pro-
duction). B’s allowable depletion pursuant to
section 613A(c) with respect to the oil prop-
erty was $50x ($100x depletion×500 depletable
oil quantity/ 1,000 average daily production).

Example 3. Assume the same facts as in Ex-
ample 2 except that B’s primary production
was 6,000,000 cubic feet of natural gas daily
rather than its equivalent under section
613A(c)(4) of 1,000 barrels of oil and that B
elected to have that section apply to such
gas. B’s allowable depletion pursuant to sec-
tion 613A(c) with respect to B’s primary pro-
duction is $50x, the same as in example 2.

Example 4. C is a partner with a one-third
interest in Partnerships CDE and CFG with
each partnership owning a single oil prop-
erty. C’s percentage depletion allowable
under section 613(a) (computed as if section
613 applied to all of the production at the
rate specified in section 613A(c)(5), as in ef-
fect prior to the the Revenue Reconciliation
Act of 1990) for 1975 was $20x with respect to
495,000 barrels (his allocable share of Part-
nership CDE production) and $40x with re-
spect to 600,000 barrels (his allocable share of
Partnership CFG production). C’s average
daily production is 3,000 barrels (1,095,000
total production÷365 days). C’s allowable de-
pletion pursuant to section 613A(c) with re-
spect to C’s share of the production of Part-
nership CDE is $13.33x ($20x depletion×2,000
depletable oil quantity/ 3,000 average daily
production). C’s allowable depletion pursu-
ant to section 613A(c) with respect to C’s
share of the production of Partnership CFG
is $26.67x ($40x depletion×2,000 depletable oil
quantity/ 3,000 average daily production). See
§ 1.613A–3(e) for the rules on computing de-
pletion in the case of a partnership.

Example 5. H owns a property which, during
H’s fiscal year which began on June 1, 1975,
and ended on May 31, 1976, produced gas
qualifying under section 613A(b) and oil
qualifying under section 613A(c). For the fis-
cal year H’s gross income from the property
was $400x, of which $100x was from gas and
$300x was from oil. For the oil his gross in-
come from the property for the period begin-
ning June 1, 1975, and ending December 31,
1975, was $100x and for the 1976 portion of the
fiscal year was $200x. The percentage deple-
tion allowance (before applying the 50 per-
cent limitation of section 613(a) or the 65
percent limitation of section 613A(d)(1)) was
$22x for the gas, $22x for the oil in 1975, and
$44x for the oil in 1976. H’s taxable income
from the property for the fiscal year was
$100x. In accordance with paragraph (d)(3) of
this section, the taxable income from the
property is allocated $25x to the gas:

$100 $100

$400
x taxable income

from the property
x gross income from gas from the property

x total gross income from the property













$25x to the 1975 oil:

$100 $100

$400
x taxable income

from the property
x gross income from oil from the property

x total gross income from the property













1975
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and $50x to the 1976 oil:

$100 $200

$400
x taxable income

from the property
x gross income from oil from the property

x total gross income from the property













1976

With the application of the 50 percent of tax-
able income from the property limitation,
the allowable percentage depletion (com-
puted without reference to section 613A) is
limited to $12.50x for the gas, $12.50x for the
oil in 1975, and $25x for the oil in 1976.

(e) Partnerships—(1) General rule. In
the case of a partnership, the depletion
allowance under section 611 with re-
spect to production from domestic oil
and gas properties shall be computed
separately by the partners and not by
the partnership. The determination of
whether cost or percentage depletion is
applicable is to be made at the partner
level. The partnership must allocate to
each partner the partner’s propor-
tionate share of the adjusted basis of
each partnership oil or gas property in
accordance with the provisions of para-
graphs (e)(2) through (e)(6) of this sec-
tion. This allocation of the adjusted
basis of oil or gas property does not af-
fect a partner’s adjusted basis in his or
her partnership interest.

(2) Initial allocation of adjusted basis of
oil or gas property among partners—(i)
General rule. Each partner shall be allo-
cated his or her proportionate share of
the adjusted basis of each partnership
domestic oil or gas property. The ini-
tial allocation of adjusted basis is to be
made as of the later of the date of ac-
quisition of the oil or gas property by
the partnership or January 1, 1975.

(ii) Allocation methods. Except as oth-
erwise provided in paragraph (e)(5) of
this section, the provisions of this
paragraph (e)(2)(ii) govern the deter-
mination under paragraph (e)(2)(i) of
this section of a partner’s propor-
tionate share of the adjusted basis of
oil or gas property. Each partner’s pro-
portionate share is determined in ac-
cordance with the partner’s propor-
tionate interest in partnership capital
at the time of the allocation unless
both—

(A) The partnership agreement pro-
vides that a partner’s share of the ad-

justed basis of one or more properties
is determined in accordance with his or
her proportionate interest in partner-
ship income; and

(B) At the time of allocation under
the partnership agreement the share of
each partner in partnership income is
reasonably expected to be substantially
unchanged throughout the life of the
partnership, other than changes merely
to reflect the admission of a new part-
ner, an increase in a partners’ interest
in consideration for money, property,
or services, or a partial or complete
withdrawal of an existing partner.

If the requirements of paragraph
(e)(2)(ii) (A) and (B) of this section are
met, a partner’s proportionate share is
determined in accordance with his or
her proportionate interest in partner-
ship income. The partners’ shares of
adjusted basis are determined on a
property-by-property basis. Accord-
ingly, the basis of one property may be
allocated in proportion to capital and
the basis of another property may be
allocated in proportion to income. See
§§ 1.613A–3(e)(5) and 1.704–1(b)(4)(v) for
special rules concerning allocation of
the adjusted basis of oil and gas prop-
erties.

(3) Adjustments by partnership to allo-
cated adjusted bases—(i) Capital expendi-
tures by partnership. Appropriate ad-
justments shall be made to the part-
ners’ adjusted bases in any domestic oil
and gas property for any partnership
capital expenditures relating to such
property that are made after the initial
allocation. These adjustments shall be
allocated among the partners in ac-
cordance with the principles set forth
in paragraph (e)(2)(ii) of this section.

(ii) Admission of a new partner or in-
crease in partner’s interest—(A) In gen-
eral. Upon a contribution of money,
other property, or services to the part-
nership by a new or existing partner
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(‘‘contributing partner’’) as consider-
ation for an interest in the partner-
ship, the partnership shall allocate, in
accordance with paragraph (e)(3)(ii)(B)
of this section, a share of the partner-
ship’s basis in each existing oil and gas
property to the contributing partner,
and each existing partner shall reduce,
in accordance with paragraph
(e)(3)(ii)(C) of this section, his or her
share of the partnership’s basis in such
property.

(B) Allocation of basis to contributing
partner. The partnership shall allocate
to a contributing partner his or her
proportionate share (determined under
paragraph (e)(2)(ii) of this section in
accordance with the partner’s propor-
tionate interest in partnership capital
or income) of the partnership’s ad-
justed basis in each existing partner-
ship oil or gas property. For purposes
of this allocation, the partnership’s ad-
justed basis in such property equals the
aggregate of its partner’s adjusted
bases in the property, as determined
under paragraph (e)(3)(iii) of this sec-
tion.

(C) Reduction of existing partners’
bases. Each existing partner’s basis in
each existing partnership oil or gas
property is reduced by the percentage
of the partnership’s aggregate basis in
the property that is allocated to the
contributing partner. Thus, if one-third
of the partnership’s aggregate basis in
a property is allocated to a contrib-
uting partner because the contributing
partner has a one-third interest in
partnership capital, after the admis-
sion of the contributing partner each
existing partner’s basis (including the
contributing partner’s pre-existing
basis if such partner is also an existing
partner) in each property equals the
partner’s basis (prior to the admission)
reduced by one-third.

(iii) Determination of aggregate of part-
ners’ adjusted bases in the property—(A)
In general. To determine the aggregate
of its partners’ adjusted bases for pur-
poses of this paragraph (e)(3), the part-
nership must determine each partner’s
adjusted basis under either paragraph
(e)(3)(iii)(B) (written data) or para-
graph (e)(3)(iii)(C) (assumptions) of this
section. The partnership is permitted
to determine the bases of some part-
ners under paragraph (e)(3)(iii)(B) of

this section and of others under para-
graph (e)(3)(iii)(C) of this section. For
this purpose, a partner’s basis in an oil
or gas property does not include any
basis adjustment under section 743(b).

(B) Written data. A partnership may
determine a partners’ basis in an oil or
gas property by using written data pro-
vided by a partner stating the amount
of the partner’s adjusted basis or deple-
tion deductions with respect to the
property unless the partnership knows
or has reason to know that the written
data is inaccurate. In determining de-
pletion deductions, a partner must
treat as actually deducted any amount
disallowed and carried over as a result
of the 65 percent-of-income limitation
of section 613A(d)(1). If a partnership
does not receive written data upon
which it may rely, the partnership
must use the assumptions provided in
paragraph (e)(3)(iii)(C) of this section
in determining a partner’s adjusted
basis in an oil or gas property.

(C) Assumptions. Except as provided
in paragraph (e)(3)(iv)(B) of this sec-
tion, a partnership that does not use
written data pursuant to paragraph
(e)(3)(iii)(B) of this section to deter-
mine a partner’s basis must use the fol-
lowing assumptions to determine the
partner’s adjusted basis in an oil and
gas property:

(1) The partner deducted his or her
share of deductions under section 263(c)
in the first year in which the partner
could claim a deduction for such
amounts, unless the partnership elect-
ed to capitalize such amounts;

(2) The partner was not subject to the
65 percent-of-income limitation of sec-
tion 613A(d)(1) with respect to the part-
ner’s depletion allowance under section
611; and

(3) The partner was not subject to the
following limitations, with respect to
the partner’s depletion allowance
under section 611, except to the extent
a limitation applied at the partnership
level: the taxable income limitation of
section 613(a); the depletable quantity
limitations of section 613A(c); the pro-
hibition against claiming percentage
depletion on transferred proven prop-
erty under section 613A(c)(9), prior to
its repeal; or the limitations of section
613A(d) (2), (3), and (4) (exclusion of re-
tailers and refiners).
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(iv) Withdrawal of partner or decrease
in partner’s interest—(A) In general.
Upon a distribution of money or other
property to a withdrawing partner as
consideration for an interest in the
partnership, the withdrawing partner’s
adjusted basis in each domestic oil or
gas property that continues to be held
by the partnership is allocated to the
remaining partners in proportion to
their proportionate interest in partner-
ship capital or income after taking
into account any increase or decrease
as a result of the event giving rise to
the reallocation. A similar rule shall
apply in the case of a diminution of a
continuing partner’s interest in the
partnership.

(B) Special rule for determining a with-
drawing partner’s basis in the property. If
a partnership is required to determine
a withdrawing partner’s adjusted basis
using the assumptions under paragraph
(e)(3)(iii)(C) of this section, the part-
nership may rebut the assumption in
paragraph (e)(3)(iii)(C)(3) of this section
that the withdrawing partner was not
subject to the limitations of sections
613A(d) (2), (3), and (4) exclusion of re-
tailers and refiners) by demonstrating
that the withdrawing partner was sub-
ject to the limitations of sections
613A(d) (2), (3), or (4).

(v) Effective date. The provisions of
§ 1.613A–3(e)(3) (i) through (iv) are effec-
tive for taxable years beginning after
May 13, 1991. However, a partnership
may elect to apply these provisions to
taxable years beginning on or before
May 13, 1991.

(4) Determination of a partner’s interest
in partnership capital or income. For pur-
poses of this paragraph (e), a partner’s
interest in partnership capital or in-
come is determined by taking into ac-
count all facts and circumstances re-
lating to the economic arrangement of
the partners. See the factors listed in
§ 1.704–1(b)(3)(ii).

(5) Special rules on allocation of ad-
justed basis to partners. An allocation or
reallocation of the adjusted basis of oil
or gas property is pursuant to this
paragraph (e) of this section deemed to
be in accordance with the partner’s
proportionate interest in partnership
capital or income for purposes of this
paragraph (e) where so provided in
§ 1.704–1(b)(4)(v). In addition, in connec-

tion with a revaluation described in
§ 1.704–1(b)(2)(iv)(f), the basis of an oil
or gas property is allocated among the
partners based on the principles used
under § 1.704–1(b)(4)(i) of allocating tax
items to take into account variations
between the adjusted basis of the prop-
erty and its fair market value. In the
case of an oil or gas property contrib-
uted to a partnership by a partner, sec-
tion 704(c) is taken into account in de-
termining the partner’s share of the
adjusted basis.

(6) Miscellaneous rules—(i) Each part-
ner must separately keep records of his
or her share of the adjusted basis in
each domestic oil or gas property of
the partnership, adjust his or her share
of such basis pursuant to section 1016
(including adjustments for any deple-
tion allowed or allowable with respect
to such property), and use that ad-
justed basis each year in the computa-
tion of his or her cost depletion or in
the computation of his or her gain or
loss on the disposition (including aban-
donment) of the property by the part-
nership.

(ii) The adjusted basis of a partner’s
interest in a partnership is decreased
(but not below zero) pursuant to sec-
tion 705(a)(3) by the amount of the de-
pletion deduction allowed or allowable
to the partner with respect to a domes-
tic oil or gas property to the extent
such deduction does not exceed the pro-
portionate share of the adjusted basis
of such property allocated to the part-
ner under section 613A(c)(7)(D), as ad-
justed by the partner after the initial
allocation. Section 705(a)(1)(C) does not
apply to depletion deductions that are
not included in a partner’s distributive
share under section 702. Accordingly,
the adjusted basis of a partner’s inter-
est in a partnership is not increased
under section 705(a)(1)(C) with respect
to depletion of oil or gas properties.
See § 1.705–1(a)(2)(iii).

(iii) Upon the disposition of an oil or
gas property by the partnership, each
partner must subtract the partner’s ad-
justed basis in the property from his or
her allocable portion of the amount re-
alized from the sale of the property to
determine gain or loss. The partner’s
allocable portion of amount realized
must, except to the extent governed by
section 704(c) (or related principles
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under § 1.704–1(b)(4)(i)), be determined
in accordance with § 1.704–1(b)(4)(v). Ex-
cept as otherwise provided (e.g., sec-
tion 751), the sale of a partnership in-
terest is not treated as a sale of an oil
and gas property.

(iv) In the case of a transfer of an in-
terest in a partnership, the transferor
partner’s adjusted basis in each part-
nership oil or gas property carries over
to the transferee partner. If an election
under section 754 (relating to optional
adjustment to the basis of partnership
property) is in effect, such basis is ad-
justed in accordance with section 743.

(v) For purposes of section 732 (relat-
ing to basis of distributed property
other than money) and section 734(b)
(relating to optional adjustment to
basis of partnership property), the
partnership’s adjusted basis in oil and
gas property is an amount equal to the
aggregate of its partners’ adjusted
bases in the property as determined
under the rules provided in paragraph
(e)(3) of this section.

(7) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. A, B, and C have equal interests
in capital in Partnership ABC. On January 1,
1992, the partnership acquired a producing
domestic oil property. The partnership’s
basis in the property was $90x. The partner-
ship allocated the adjusted basis of the prop-
erty to each partner in proportion to the
partner’s interest in partnership capital. Ac-
cordingly, each partner was allocated an ad-
justed basis of $30x. Each partner must sepa-
rately compute his or her depletion allow-
ance. The amount of percentage depletion al-
lowable for each partner for 1992 was $10x. On
January 1, 1993, each partner’s adjusted basis
in the property was $20x ($30x minus $10x).
On January 1, 1993, the oil property was sold
for $150x. Each partner’s gain was $30x ($50x
allocable share of amount realized minus the
partner’s adjusted basis of $20x). Each part-
ner must adjust the partner’s adjusted basis
in his or her partnership interest to reflect
the gain.

Example 2. The facts are the same as in Ex-
ample 1 except that on January 1, 1993, the
property was not sold but transferred by the
partnership to partner A. A’s basis in the
property was $60x (the sum of A’s, B’s, and
C’s adjusted bases in the property).

Example 3. The facts are the same as in Ex-
ample 1 with the exception that in 1992 C was
a retailer of oil and gas and was only enti-
tled to a cost depletion deduction of $5x. C’s
gain from the sale of the mineral property on

January 1, 1993, was $25x ($50x allocable
share of amount realized minus C’s adjusted
basis of $25x ($30x minus $5x)).

Example 4. D, a calendar year taxpayer, is
a partner in Partnership DEF which owns a
domestic producing oil property. On January
1, 1993, the partnership’s adjusted basis in
the property was $900x. On January 1, 1993,
D’s adjusted basis in D’s partnership interest
was $300x and D’s adjusted basis in the part-
nership’s oil property was $300x. D’s allow-
able percentage depletion for 1993 with re-
spect to production from the oil property
was $50x. On January 1, 1994, D’s adjusted
basis in D’s partnership interest was $250x
and D’s adjusted basis in the partnership’s
oil property was $250x ($300x minus $50x).

Example 5. On January 1, 1990, G has an ad-
justed basis of $5x in partnership GH’s prov-
en domestic oil property, which is the sole
asset of the partnership. On January 1, 1990
G sells G’s partnership interest to I for $100x
when the election under section 754 is in ef-
fect. I has a special basis adjustment for the
oil property of $95x (the difference between
I’s basis, $100x, and I’s share of the basis of
the partnership property, $5x). I is not enti-
tled to percentage depletion with respect to
I’s distributive share of the oil property in-
come because I is a transferee of an interest
in a proven oil property. However, I is enti-
tled to cost depletion and for this purpose I’s
interest in the oil property has an adjusted
basis to I of $100x ($5x, plus I’s special basis
adjustment of $95x).

Example 6. On January 1, 1960, Partnership
JK acquired a domestic producing oil prop-
erty. On January 1, 1990, the partnership’s
adjusted basis in the property was zero. On
January 1, 1990, L is admitted as a partner to
the partnership. Since the partnership’s ad-
justed basis in the the oil property is zero,
L’s proportionate share of the basis in the
property is also zero. L is not entitled to per-
centage depletion because L is a transferee
of a proven oil property (see paragraph (g) of
this section). Since the property’s basis is
zero, L is also not entitled to any cost deple-
tion with respect to production from the
property.

Example 7. (i) O and P have equal interests
in capital in Partnership OP. On January 1,
1991, the partnership acquired an unproven
domestic oil property X the basis of which is
$200x to the partnership. The partnership al-
locates $100x of the basis of the property to
each partner in accordance with each part-
ner’s proportionate interest in partnership
capital. For the 1991 taxable year, O has a
$10x cost depletion allowance and P has a
$25x percentage depletion allowance. Accord-
ingly, at the end of the 1991 taxable year, O’s
adjusted basis in the property is $90x, and P’s
adjusted basis in the property is $75x. On
January 1, 1992, Q is admitted as an equal
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partner. The partnership does not use writ-
ten data from the partners and must there-
fore assume that each partner was entitled
to $25x depletion based on the assumptions
provided in § 1.613A–3(e)(3)(iii). This would re-
sult in a $50x combined depletion allowance
for the partners and an aggregate adjusted
basis in the oil property of $150x. Accord-
ingly, the partnership allocates $50x of the
basis of the property to Q, one-third of the
aggregate adjusted basis determined by the
partnership. O and P must each reduce their
basis in the property by one-third. Accord-
ingly, after the admission of Q, O’s adjusted
basis in the property is $60x ($90x minus
$30x), and P’s adjusted basis in the property
is $50x ($75x minus $25x).

(ii) Assume the same facts as in paragraph
(i) of this Example 7 except that O informs
the partnership that its adjusted basis in the
property is $90x (determined without regard
to section 613A(d)(1)). The partnership uses
the written data provided by O and deter-
mines the aggregate adjusted basis in the
property to be $165x ($90x+$75x). Accordingly,
the partnership allocates $55x (1⁄3 of $165x) of
the basis of the property to Q, and O and P
must each reduce their adjusted basis in the
property by one-third, as in paragraph (i) of
this Example 7. Thus, after the admission of
Q, O’s adjusted basis in the property is $60x
and P’s adjusted basis in the property is $50x.

(f) S corporations. For purposes of sec-
tion 613A(c)(13), adjustments to share-
holders’ adjusted bases in any domestic
oil or gas property to reflect capital
expenditures by S corporations, the ad-
dition of a new shareholder or an in-
crease in a shareholder’s interest by
reason of a contribution to the S cor-
poration, the redemption of a share-
holder’s interest, or other appropriate
transaction shall be made in accord-
ance with principles similar to the
principles under § 1.613A–3(e) applicable
to the entry or withdrawal of a part-
ner.

(g) Trusts and estates. (1) In the case
of production from domestic oil and
gas properties held by a trust or estate,
the depletion allowance under section
611 shall be computed initially by the
trust or estate. The determination of
whether cost or percentage depletion is
applicable shall be made at the trust or
estate level, but such determination
shall not result in the disallowance of
cost depletion to a beneficiary of a
trust or estate for whom cost depletion
exceeds percentage depletion. The limi-
tations contained in section 613A (c)

and (d), other than section 613A(d)(1),
shall be applied at the trust or estate
level in its computation of percentage
depletion pursuant to section 613A and
shall also be applied by a beneficiary
with respect to any percentage deple-
tion apportioned to the beneficiary by
the trust or estate. The limitation of
section 613A(d)(1) shall be applied by
each taxpayer (i.e., trust, estate or ben-
eficiary) only with respect to its allo-
cable share of percentage depletion
under section 611(b) (3) or (4). For pur-
poses of adjustments to the basis of oil
or gas properties held by a trust or es-
tate, in the absence of clear and con-
vincing evidence to the contrary, it
shall be presumed that no beneficiary
is affected by any section 613A (d) limi-
tations or by the rules contained in
section 613A(c)(8) and (9) (relating to
businesses under common control and
members of the same family and to
transfers, respectively), as in effect
prior to the Revenue Reconciliation
Act of 1990, or has any oil or gas pro-
duction from sources other than the
trust or estate.

(2) The provisions of this paragraph
may be illustrated by the following ex-
amples.

Example 1. A is the income beneficiary of a
trust the only asset of which is a domestic
producing oil property. The trust instrument
requires that an amount which equals 10 per-
cent of the gross income from the property
be set aside annually as a reserve for deple-
tion. In 1975 the property a had production of
1,095,000 barrels of oil. The trust’s gross in-
come from the property in 1975 was $30,000x.
In that year, after setting aside $3,000x of in-
come for the reserve for depletion, the trust-
ee distributed the remaining income to A
which represented 80 percent of the trust’s
net income. The percentage depletion com-
puted by the trust with respect to the pro-
duction (computed as if section 613 applied to
all of the production at the rate specified in
section 613A(c)(5), as in effect prior to the
Revenue Reconciliation Act of 1990) for 1975
was $6,600x. The trust’s average daily produc-
tion for 1975 was 3,000 barrels (1,095,000 ÷ 365
days). The trust’s allowable depletion pursu-
ant to section 613A(c) with respect to the
production was $4,400x:
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Pursuant to § 1.611–1(c)(4)(ii), the percentage
depletion of $4,400x was apportioned between
the trustee and A so that the trustee re-
ceived $3,000x (an amount equal to the
amount of income set aside for the reserve
for depletion) and A received $1,400x of the
depletion deduction. The $1,400x depletion re-
ceived by A is attributable to 80 percent of
the trust’s depletable oil quantity, i.e., 1,600
barrels per day.

Example 2. B, a retailer of oil and gas, is
the income beneficiary of a trust the only
asset of which is a domestic producing oil
property. In 1975 the trustee distributed one-
half of the trust’s net income and accumu-
lated the other one-half for the benefit of the
remainderman. One-half of the percentage
depletion computed by the trust with respect
to the production from the property was ap-
portioned to B. Since B is a retailer of oil
and gas, B is not entitled to deduct any of
the percentage depletion apportioned to B.
However, B is entitled to take cost depletion
with respect to one-half of the production
from the oil property, notwithstanding the
fact that depletion was computed at the
trust level on the basis of percentage deple-
tion.

(h) Businesses under common control;
members of the same family—(1) Compo-
nent members of a controlled group. For
purposes of only the depletable quan-
tity limitations contained in section
613A (c) and this section, component
members of a controlled group of cor-
porations (as defined in paragraph (1)
of § 1.613A–7) shall be treated as one
taxpayer. Accordingly, the group
shares the depletable oil (or natural
gas) quantity prescribed for a taxpayer
for the taxable year and the secondary
production (to which gross income
from the property is attributable be-
fore January 1, 1984) of a member of the
group will reduce the other members’
share of the group’s depletable quan-
tity.

(2) Aggregation of business entities
under common control. If 50 percent or
more of the beneficial interest in any
two or more entities (i.e., corporations,
trust, or estates) is owned by the same
or related persons (taking into account
only each person who owns at least 5
percent of the beneficial interest in an
entity and with respect to such person

his or her entire interest) as defined in
paragraph (m) (2) of § 1.613A–7, the ten-
tative quantity determined under the
table in section 613A(c)(3)(B) (as in ef-
fect prior to the Revenue Reconcili-
ation Act of 1990) for a taxpayer for the
taxable year shall be allocated among
all such entities in proportion to their
respective production. This paragraph
(h)(2) shall not apply to component
members of a controlled group of cor-
porations (as defined in § 1.613A–7 (1)).
For purposes of determining ownership
interest, an interest owned by or for a
corporation, partnership, trust, or es-
tate shall be considered as owned di-
rectly both by itself and proportion-
ately by its shareholders, partners, or
beneficiaries, as the case may be.

(3) Allocation among members of the
same family. In the case of individuals
who are members of the same family,
the tentative quantity determined
under the table in section 613A (c)(3)(B)
(as in effect prior to the Revenue Rec-
onciliation Act of 1990) for a taxpayer
for the taxable year shall be allocated
among such individuals in proportion
to the respective production of barrels
of domestic crude oil (and the equiva-
lent in barrels to the cubic feet of nat-
ural gas determined under paragraph
(h)(4)(ii) of this section) during the pe-
riod in question by such individuals.

(4) Special rules. For purposes of sec-
tion 613A (c)(8) and this section—

(i) The family of an individual in-
cludes only his spouse and minor chil-
dren, and

(ii) Each 6,000 cubic feet of domestic
natural gas shall be treated as 1 barrel
of domestic crude oil.

(5) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. A owns 50 percent of the stock
of Corporation M and 50 percent of the stock
of Corporation N. Both corporations are cal-
endar year taxpayers. For 1975 Corporation
M’s production of domestic crude oil was
8,000,000 barrels (365,000 of which was sec-
ondary production) and Corporation N’s was
2,000,000 barrels (all of which was primary
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production). The tentative quantity (2,000
barrels per day) determined under the table
in section 613A (c)(3)(B) (as in effect prior to
the Revenue Reconciliation Act of 1990) must
be allocated between the two corporations in
proportion to their respective barrels of pro-
duction of domestic crude oil during the tax-
able year. Corporation M’s allocable share of
the tentative quantity is 1,600 barrels:

2 000
8 000 000

10 000 000
,

, ,

, ,
















and Corporation N’s allocable share is 400
barrels:

2 000
2 000 000

10 000 000
,

, ,

, ,
















With respect to M’s primary production,
M’s depletable oil quantity is 600 barrels
(1,600 barrels – 1,000 barrels [365,000 secondary
production ÷ 365 days]). N’s depletable oil
quantity, unaffected by M’s secondary pro-
duction, is 400 barrels.

Example 2. Assume the same facts as in Ex-
ample 1 except that Corporation M is a re-
tailer and Corporation N is not selling its oil
through Corporation M. Because Corporation
M is a retailer, no portion of the tentative
quantity is allocated to Corporation M. Ac-
cordingly, Corporation N’s depletable oil
quantity is the entire 2,000 barrels per day
because section 613A (c), which contains the

allocation requirements, is inapplicable to
retailers.

Example 3. Corporations O and P are mem-
bers of a controlled group and are treated as
one taxpayer as provided in paragraph (h)(1)
of this section. Corporation O owns oil prop-
erties A and B. Property A had primary pro-
duction for 1975 of 800,000 barrels of oil. Prop-
erty B had secondary production for 1975 of
365,000 barrels of oil. Corporation P owns oil
property C which had primary production of
660,000 barrels for 1975. The allowable per-
centage depletion with respect to property
B’s secondary production was $360x. The con-
trolled group’s average daily production was
4,000 barrels [(800,000 + 660,000) ÷ 365]. The
controlled group’s depletable oil quantity
was 1,000 barrels [2,000 tentative quantity ¥

1,000 average daily secondary production
(365,000 ÷ 365)]. The allowable percentage de-
pletion pursuant to section 613 (a) (computed
as if section 613 applied to all of the produc-
tion at the rate specified in section 613A
(c)(5), as in effect prior to the Revenue Rec-
onciliation Act of 1990) was $800x with re-
spect to production from property A and
$660x with respect to production from prop-
erty C.

Corporation O’s allowable depletion pursu-
ant to section 613A (c) with respect to prop-
erty B’s secondary production (for which de-
pletion is allowable before primary produc-
tion) for 1975 was $360x. Corporation O’s al-
lowable depletion pursuant to section 613A
(c) with respect to property A was $200x:

$800
,

,
x depletion

depletable oil quantity

average daily production

1 000

4 000

















Therefore, Corporation O’s allowable deple-
tion pursuant to section 613A (c) was $560x
($360x relating to property B plus $200x relat-

ing to property A). Corporation P’s allowable
depletion pursuant to section 613A (c) with
respect to property C was $165x:

$660
,

,
x depletion

depletable oil quantity

average daily production

1 000

4 000

















(i) Transfer of oil or gas property—(1)
General rule—(i) In general. Except as
provided in paragraph (i)(2) of this sec-
tion, in the case of a transfer (as de-
fined in paragraph (n) of § 1.613A–7) of
an interest in any proven oil or gas
property (as defined in paragraph (p) of
§ 1.613A–7), paragraph (a)(1) of this sec-

tion shall not apply to a transferee (as
defined in paragraph (o) of § 1.613A–7)
with respect to production of crude oil
or natural gas attributable to such in-
terest, and such production shall not
be taken into account for any com-
putation by the transferee under this
section.
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(ii) Examples. The provisions of this
subparagraph may be illustrated by the
following examples:

Example 1. On January 1, 1975, Individual A
transfers proven oil properties to Corpora-
tion M in an exchange to which section 351
applies for shares of its stock. Since there is
no allocation requirement pursuant to sec-
tion 613A(c)(8) between A (the transferor)
and Corporation M (the transferee), the
transfer of the proven properties by A is a
transfer for purposes of section 613A(c)(9) (as
in effect prior to the Revenue Reconciliation
Act of 1990) and percentage depletion is not
allowable to Corporation M with respect to
such properties.

Example 2. On January 1, 1975, Corporation
N sells proven oil property to Corporation O,
its wholly-owned subsidiary. Because the
transfer was made between corporations
which are members of the same controlled
group of corporations, Corporation O is enti-
tled to percentage depletion with respect to
production from the property so long as the
tentative oil quantity is allocated between
the two corporations. If Corporation N were
a retailer, the tentative oil quantity would
not be required to be allocated between the
two corporations (see example 2 of § 1.613A–
3(h)(5)), and Corporation O would not be enti-
tled to percentage depletion on the produc-
tion from the property.

Example 3. B, owner of a proven oil prop-
erty, died on January 1, 1975. Pursuant to the
provisions of B’s will, B’s estate transferred
the oil property on April 1, 1975, into a trust.
On July 1, 1976, pursuant to a requirement in
B’s will, the trustee distributed the oil prop-
erty to C. The transfer of the oil property by
the estate to the trust and the later distribu-
tion of the property by the trust to C are
transfers at death. Therefore, the trust was
entitled to compute percentage depletion
with respect to the production from the oil
property when the property was owned by
the trust and C is entitled to percentage de-
pletion with respect to production from the
oil property after the trust distributes the
property to C.

Example 4. On January 1, 1975, property
which produces oil resulting from secondary
processes was transferred to D. The exemp-
tion under section 613A(c) applies to D be-
cause section 613A(c)(9) (relating to transfers
of oil or gas property), as in effect in 1975,
does not apply with respect to secondary
production. In addition, even if at the time
of the transfer the production from the prop-
erty was primary and D applied secondary
processes to the property transferred and ob-
tained secondary production, D would be en-
titled to percentage depletion with respect
to the secondary production.

Example 5. On July 1, 1975, E and F entered
into a contract whereby F is given the privi-
lege of drilling a well on E’s unproven prop-

erty, and if F does so F is to own the entire
working interest in the property until F has
recoverd all the costs of drilling, equipping,
and operating the well. Thereafter, 50 per-
cent of the working interest would revert to
E. In accordance with the contract, 50 per-
cent of the working interest reverted to E on
July 1, 1976. F is entitled to percentage de-
pletion because the transfer of the working
interest to F occurred when the property was
unproven on July 1, 1975, which is the date of
the contract establishing F’s right to the
working interest. E is entitled to percentage
depletion with respect to this working inter-
est since the reversion of such interest with
respect to which E was eligible for percent-
age depletion is not a transfer. However, if
on the date of the contract E’s property was
proven (although not proven when E ac-
quired the property), F would not be entitled
to claim percentage depletion with respect
to any of the working interest income. None-
theless, E would still be entitled to percent-
age depletion with respect to E’s working in-
terest since the reversion of the interest is
not a transfer.

Example 6. On January 1, 1975, G subleased
an oil property to H, retaining a 1⁄8 royalty
interest with the option to convert G’s roy-
alty into a 50-percent working interest. On
July 1, 1975, the property was proven and on
July 1, 1976, G exercised G’s option. G is enti-
tled to claim percentage depletion with re-
spect to G’s working interest since the con-
version of the royalty interest which is eligi-
ble for percentage depletion pursuant to sec-
tion 613A(c) into an interest which con-
stituted part of an interest previously owned
by G is not a transfer pursuant to § 1.613A–
7(n)(8).

Example 7. I and J (both of whom are mi-
nors) are beneficiaries of a trust which
owned a proven oil property. The oil prop-
erty was transferred to the trust on January
1, 1975, by the father of I and J. For 1975, the
trustee allocated all the income from the oil
property to I. For 1976, the trustee allocated
all the income from such property to J. On
January 1, 1977, the trustee distributed the
property to I and J as equal tenants in com-
mon. Since I, J, and their father are mem-
bers of the same family within the meaning
of section 613A(c)(8)(C), the transfer of the
property to the trust by the father, the shift-
ing of income between I and J, and the dis-
tribution of the oil property by the trust to
I and J are not transfers for purposes of sec-
tion 613A(c)(9) (as in effect prior to the Rev-
enue Reconciliation Act of 1990). However,
the distribution of the oil property will con-
stitute a transfer to each distributee on the
date on which the distributee reaches major-
ity under state law.

Example 8. In 1975, K transferred a proven
oil property productive at 5,000 feet to L.
Subsequent to the transfer, L drilled new
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wells on the property finding another res-
ervoir at 10,000 feet. The two zones were com-
bined under section 614 as a single property.
L is not entitled to percentage depletion on
the gross income attributable to the produc-
tion from the productive zone at 5,000 feet,
but is entitled to percentage depletion on the
gross income attributable to the production
from the productive zone at 10,000 feet be-
cause that zone was not part of the proven
property until the date of development ex-
penses by L, which is after the date of the
transfer. Accordingly, L’s maximum allow-
able percentage depletion deduction for 1975
would be zero percent of gross income from
the property with respect to the production
from 5,000 feet, plus 22 percent of gross in-
come from the property with respect to the
production from 10,000 feet. This maximum
deduction would be subject to the limitation
provided for in section 613(a), i.e.,50 percent
of ‘‘taxable income from the property (com-
puted without allowance for depletion),’’
such taxable income being the overall tax-
able income resulting from the sale of pro-
duction from both zones, and would also be
subject to the limitations provided in sec-
tion 613A. The production from the produc-
tive zone at 5,000 feet is not taken into ac-
count in determining K’s depletable oil
quantity for the year.

Example 9. On July 1, 1975, M transferred an
oil property with a fair market value of $100x
to N. On February 1, 1976, N commenced pro-
duction of oil from the property. The fair
market value of the property on February 1,
1976, as reduced by actual costs incurred by
N for equipment and intangible drilling and
development costs, was $300x. Because the
value of the property on transfer was not 50
percent or more of the value on February 1,
1976, the property transferred to N was not a
proven property (see § 1.613A–7(p)). However,
if there had been only marginal production
from the property so that the fair market
value of the property on February 1, 1976,
was $40x rather than $300x, the property
transferred to N would have been a proven
property provided the other requirements of
a proven property were met.

Example 10. O is the owner of a remainder
interest in a trust created January 1, 1970.
On that date, the trust held oil and gas prop-
erties. On January 1, 1976, O’s interest for
the first time entitled O to the trust’s in-
come from oil and gas production from the
properties. The reversion of the remainder
interest to O is not a transfer (see § 1.613A–
7(n)(7)). Accordingly, the transfer of the in-
terest in oil and gas property to O is deemed
to have occurred on January 1, 1970, the date
O’s interest was created.

Example 11. On January 1, 1976, P, Q, and R
entered into a partnership for the acquisi-
tion of oil and gas leases. It was agreed that
the sharing of income will be divided equally
among P, Q, and R. However, it was further

agreed that with respect to the first produc-
tion obtained from each property acquired P
will receive 80 percent thereof and Q and R
each will receive 10 percent thereof until
$100x has been received by P. Assume these
allocations have substantial economic effect
under section 704 of the Code and the regula-
tions thereunder. On February 1, 1976, Part-
nership PQR acquired an unproven property
and production therefrom was shared pursu-
ant to the partnership agreement. P is enti-
tled to percentage depletion with respect to
the production allocated to him since the
transfer of right to the production is deemed
to have been made on the date the partner-
ship agreement became applicable to the spe-
cific property, at which time the property
was unproven. See § 1.613A–7(n) for rules re-
lating to the definition of transfer. Simi-
larly, when $100x has been obtained and Q
and R each commence receiving 331⁄3 percent
of the revenue, Q and R are entitled to per-
centage depletion with respect to their en-
tire interests. However, if the property had
been proven when acquired by the partner-
ship, P, Q, and R would not be entitled to
claim any percentage depletion with respect
to production from the property.

Example 12. On December 30, 1960, S placed
producing oil property in trust for the ben-
efit of S’s nephew, T, and executed a trust
agreement which required the trustee of the
trust to transfer the oil property to T on
January 1, 1975. The trustee’s transfer of the
oil property to T on January 1, 1975, is
deemed to have occurred on December 30,
1960 (see § 1.613A–7(n)). Since the transfer is
deemed to have occurred before January 1,
1975, section 613A(c) applies with respect to
the production from the oil property. More-
over, if the trustee was not required to trans-
fer the oil property on a specific date but
was given discretion to select the date of
transfer, the transfer of such property would
still be deemed to have occurred on Decem-
ber 30, 1960. However, the result would be dif-
ferent if the trust agreement had provided
that the trustee, at the trustee’s discretion,
may transfer the oil property to T on Janu-
ary 1, 1975, but is not under any obligation to
transfer the property to T on January 1, 1975,
or on any other date. Since the transfer was
discretionary, the date of the actual transfer
governs.

Example 13. On January 1, 1974, U acquired
an oil property. On February 1, 1974, U grant-
ed V an option to purchase the oil property.
V exercised V’s option on March 2, 1975, and
subsequently the oil property was conveyed
to V. The date of the transfer was March 2,
1975, the day V exercised V’s option (on
which date both parties were bound).

Example 14. On July 1, 1974, W executed a
deed conveying oil and gas property to X. W
delivered the deed to X on January 1, 1975.
Under state law, the mere execution of the
deed without delivery did not give X any
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rights in the property. Title to the oil prop-
erty passed to X on the date of delivery.
Therefore, the date of transfer was January
1, 1975.

Example 15. Y, owner of a proven oil prop-
erty, transferred Y’s interest therein on July
25, 1975, to a revocable trust of which Y is
treated as the owner under section 676. Y is
not deemed a transferee and section 613A(c)
applies to Y because immediately preceding
the transfer Y was entitled to percentage de-
pletion on the production from the property.

Example 16. On January 1, 1975, a proven oil
property was transferred to Z; therefore, sec-
tion 613A(c)(1) did not apply with respect to
the production from such property. After Z’s
death, neither Z’s estate nor its beneficiaries
are entitled to percentage depletion with re-
spect to the decedent’s oil property since Z
was a transferee of proven property.

Example 17. Partnership ABC, owner of
proven oil and gas properties, admitted D as
a partner in 1975 in consideration of cash.
The shares of Partners A, B, and C of the
partnership income were proportionately re-
duced so that D had a 25 percent interest in
the income. D is not entitled to percentage
depletion with respect to D’s share of part-
nership oil and gas income because D is a
transferee for purposes of section 613A(c)(9)
(as in effect prior to the Revenue Reconcili-
ation Act of 1990). See § 1.613A–7(n).

Example 18. On January 1, 1975, E and F
formed Partnership EF to which E contrib-
uted proven oil property. For 1975, pursuant
to the partnership agreement 70 percent of
the mineral income from the property was
allocated to E and 30 percent of the mineral
income from the property was allocated F. F
is not entitled to percentage depletion with
respect to production from the property be-
cause F is a transferee of an interest in prov-
en property. However, E is not a transferee
of an interest in proven property because E
was entitled to percentage depletion on the
oil produced with respect to the property im-
mediately before the transfer. Therefore, E is
entitled to percentage depletion with respect
to the income allocated to E. However, if in
1976 the partnership agreement were revised
so that E’s interest in the income was in-
creased by 10 percent, E would not be enti-
tled to percentage depletion with respect to
the additional 10 percent interest because E
is a transferee with respect thereto.

Example 19. G is the owner of a 1⁄3 interest
in a partnership owning a proven oil prop-
erty, and as such is entitled to 1⁄3 of the in-
come from the property. G received a dis-
tribution on July 1, 1975, from the partner-
ship of a 1⁄3 interest in the proven oil prop-
erty. Although the transfer of such interest
is a transfer for purposes of section 613A(c)(9)
(as in effect prior to the Revenue Reconcili-
ation Act of 1990), G is still entitled to per-
centage depletion with respect to the 1⁄3 in-
terest in the oil production from the prop-

erty since G was entitled to percentage de-
pletion on such production with respect to
such property immediately before the trans-
fer. If the entire property were distributed to
G, G’s percentage depletion allowance would
still be based on only 1⁄3 of the oil produced.

Example 20. H and I contributed property X
and property Y respectively to Partnership
HI. The partnership agreement provides that
all the gross income from property X is to be
allocated to H and all the gross income from
property Y is to be allocated to I. Assume
these allocations have substantial economic
effect under section 704 of the Code and the
regulations thereunder. For 1975 H and I each
received $100x gross income. Although the
contributions of the properties by H and I
are transfers for purposes of section
613A(c)(9) (as in effect prior to the Revenue
Reconciliation Act of 1990), both H and I are
entitled to percentage depletion with respect
to the $100x income received since each was
entitled to a percentage depletion allowance
with respect to the property contributed im-
mediately before the transfer. However, if no
special allocation of income were made but
H and I are to share equally in the income
from both properties, each would be entitled
to a depletion allowance based on only one-
half of the production with respect to the
property he had contributed. If property X
produces $100x of gross income from the
property and property Y produces $200x of
gross income from the property, H would be
entitled to percentage depletion but only
with respect to $50x (50 percent of $100x) of
gross income from the property and I would
be entitled to percentage depletion with re-
spect to $100x (50 percent of $200x) of gross in-
come from the property.

(2) Transfers after October 11, 1990—(i)
General rule. Section 613A(c) (9) and
(10), as in effect prior to the Revenue
Reconciliation Act of 1990 (relating to
prohibition of percentage depletion on
transferred proven properties) has been
repealed effective for transfers after
October 11, 1990. Accordingly, a trans-
feree of a proven oil or gas property
transferred after October 11, 1990 is per-
mitted to claim percentage depletion
with respect to production from the
property. For purposes of transfers of
property occurring before October 12,
1990 under section 613A(c)(10), prior to
its repeal, the disposition of stock after
October 11, 1990 by a transferor will not
result in a reduction in the depletable
quantity of the transferee corporation
under section 613A(c)(10)(F).

(ii) Transfer. The term ‘‘transfer’’ has
the same meaning as under § 1.613A–
7(n).
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(iii) Transferee. A person shall not be
treated as a transferee with respect to
a transferred property to the extent
that such person held an interest in the
property but was not entitled to a per-
centage depletion allowance on min-
eral produced with respect to the prop-
erty immediately before the transfer.
Thus, for example, if a taxpayer who is
not entitled to claim percentage deple-
tion on a proven property transfers the
property to a partnership for an inter-
est in the partnership, the taxpayer is
not a transferee with respect to the
property in the hands of the partner-
ship.

(iv) Effective date. The provisions of
paragraph (i)(2) of § 1.613A–3 are effec-
tive for transfers occurring after May
13, 1991. However, a taxpayer may elect
to apply these provisions to transfers
occurring after October 11, 1990 and on
or before May 13, 1991.

(v) Examples. The examples below il-
lustrate the provisions of this subpara-
graph. The examples ignore the appli-
cation of any restriction on percentage
depletion other than the proven prop-
erty transfer rule.

Example 1. On December 31, 1991, A trans-
fers a proven oil property to B. B may claim
percentage depletion with respect to produc-
tion from the property regardless of whether
production from the property was eligible for
percentage depletion in A’s hands (even if A
were a retailer or refiner of oil or gas).

Example 2. On October 10, 1990, A transfers
a proven oil property to B. B may not claim
percentage depletion with respect to produc-
tion from the property.

Example 3. On January 1, 1990, C purchases
a proven oil property. Because C is a trans-
feree of a proven property, production from
the property is not eligible for percentage
depletion in C’s hands. On December 31, 1991,
C contributes the property to Corporation M,
an S corporation in which C owns 100 percent
of the stock. The contribution of the prop-
erty is a transfer, but C is not a transferee
with respect to the property in the hands of
the corporation. Accordingly, C may not
claim percentage depletion with respect to
production from the property. However, if
prior to the contribution C had been entitled
to claim percentage depletion with respect
to production from the property, C would be
entitled to claim percentage depletion with
respect to production from the property
after the contribution.

Example 4. On December 31, 1991, C contrib-
utes a proven oil property (with respect to
which C is not entitled to claim percentage

depletion) to Corporation N, an S corpora-
tion in which C owns 30 percent and D owns
70 percent of the stock. The contribution of
the property is a transfer, but C is not a
transferee with respect to the property in
the hands of the corporation. Accordingly, C
may not claim percentage depletion with re-
spect to C’s share of the production from the
property. D is a transferee with respect to
the property in the hands of Corporation N,
and may claim percentage depletion with re-
spect to D’s share of production from the
property.

Example 5. On December 31, 1991, D trans-
fers a proven oil property (with respect to
which D is not entitled to claim percentage
depletion) to DE, an equal partnership be-
tween D and E. E is a transferee with respect
to the property and may claim percentage
depletion with respect to production from
the property allocated to E under the DE
partnership agreement. D is not a transferee
with respect to the property, and may not
claim percentage depletion with respect to
production from the property allocated to D
under the DE partnership agreement. How-
ever, if D had been entitled to claim percent-
age depletion with respect to production
from the property, then D would be entitled
to claim percentage depletion with respect
to production from the property in the hands
of DE.

Example 6. On January 1, 1990, Corporation
P contributes a proven property to Corpora-
tion O, its wholly owned subsidiary. Under
§ 1.613A–7(n)(4), the contribution is not treat-
ed as a transfer, but only for so long as the
tentative quantity is required under section
613A(c)(8) to be allocated between P and O.
On December 31, 1991, P sells 90% of the O
stock to an unrelated person; accordingly,
the tentative quantity is no longer required
under section 613A(c)(8) to be allocated be-
tween P and O. After the sale of O stock, pro-
duction from the property in O’s hands is eli-
gible for percentage depletion because a
transfer of a proven property is deemed to
occur upon the transfer of the stock.

Example 7. On October 10, 1990, G transfers
a proven oil property to his minor son, H. G
had been entitled to claim percentage deple-
tion with respect to production from the
property. Under § 1.613A–7(n)(5), H is per-
mitted to claim percentage depletion for so
long as G and H are related persons under
section 613A(c)(8)(C). On December 31, 1991, H
reaches majority and is no longer related to
G under section 613A(c)(8)(C). H is entitled to
continue to claim percentage depletion on
production from the property because the
property is treated as being transferred to H
on December 31, 1991.

Example 8. On December 31, 1991, I sells a
proven property to J, her husband. I had not
been entitled to claim percentage depletion
with respect to production from the prop-
erty. Under § 1.613A–7(n)(5), the sale is not a
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transfer because it is made between persons
related under section 613A(c)(8). Accordingly,
J may not claim percentage depletion with
respect to production from the property. If,
however, I had been entitled to claim per-
centage depletion with respect to production
from the property, J would be entitled to
claim percentage depletion with respect to
production from the property.

Example 9. On December 31, 1991, L inherits
a proven property from K. K had not been en-
titled to claim percentage depletion with re-
spect to production from the property. Under
§ 1.613A–7(n)(1), the inheritance is not a
transfer. Accordingly, L may not claim per-
centage depletion with respect to production
from the property. If, however, K had been
entitled to claim percentage depletion with
respect to production from the property, L
would be entitled to claim percentage deple-
tion with respect to production from the
property.

Example 10. On December 31, 1991, Corpora-
tion R, a calendar year taxpayer, made an S
election effective for the taxable year begin-
ning January 1, 1992 and succeeding taxable
years. Since Corporation R is deemed to have
transferred its oil and gas properties on Jan-
uary 1, 1992, the shareholders of Corporation
R are eligible to claim percentage depletion
with respect to the production from the
properties.

Example 11. Assume the same facts as in
Example 10 except that Corporation R makes
the S election on December 31, 1989, effective
for the taxable year beginning January 1,
1990 and succeeding taxable years. Since Cor-
poration R is deemed to have transferred its
oil and gas properties on January 1, 1990, the
shareholders of Corporation R are not eligi-
ble to claim percentage depletion with re-
spect to the production from the properties.

(j) Percentage depletion with respect to
bonuses and advanced royalties—(1)
Amounts received or accrued after August
16, 1986. In computing the percentage
depletion allowance pursuant to sec-
tion 613A(c) with respect to amounts
received or accrued after August 16,
1986, there shall not be taken into ac-
count any advance royalty (to the ex-
tent that actual production during the
taxable year is insufficient to earn
such royalty), lease bonus, or other
amount payable without regard to pro-
duction, even though the amount may
be taken into account for purposes of
sections 61 and 612 (relating to defini-
tions of gross income and cost deple-
tion, respectively).

(2) Amounts received or accrued before
August 17, 1986. (i) A lease bonus or ad-
vanced royalty received or accrued be-

fore August 17, 1986, with respect to oil
or gas property shall be taken into ac-
count for purposes of percentage deple-
tion in the taxable year such payment
is includible in income. Percentage de-
pletion shall be determined according
to the depletion rate and depletable oil
and natural gas limitations of section
613A(c)(1) and § 1.613A–3(a) applicable
on the date of such inclusion. The
payee of the bonus or advanced royalty
shall apply the depletable oil and nat-
ural gas quantity limitations by attrib-
uting a specific number of barrels of oil
or cubic feet of natural gas to the lease
bonus or advanced royalty. The deter-
mination of the number of barrels of
oil or cubic feet of natural gas shall be
based on the average price of oil or gas
produced from the property during the
taxable year. If oil or gas is not pro-
duced from the property during that
year, or if the oil or gas is not sold be-
fore conversion or transportation from
the premises, the number of barrels of
oil or cubic feet of gas shall be based on
a price (as of the date of the bonus or
advanced royalty) determined under
the constructive pricing principles ap-
plicable under section 613(a), generally
the representative market or field
price. In the case where no oil or gas
has been produced in such year, the
constructive price applicable to the
type of production expected to be pro-
duced from the property shall apply.
However, if the first actual production
from the property in a later year is dif-
ferent from the type of production
upon which the conversion of the bonus
or advanced royalty into barrels of oil
or cubic feet of gas was based and the
period of limitations on assessment has
not expired (see section 6501) for the
year in which the lease bonus or ad-
vanced royalty is includible in income,
the taxpayer should promptly file an
amended return, if necessary. In the
amended return the conversion shall be
recomputed taking into account the
pricing applicable to the actual produc-
tion. For purposes of paragraph (f) of
§ 1.613A–7, the number of barrels of oil
or cubic feet of natural gas attributed
to a lease bonus or advanced royalty is
deemed to have been extracted on the
date the bonus or advanced royalty is
includible in the payee’s income.
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(ii) For purposes of applying the de-
pletable oil and natural gas quantity
limitations in taxable years after the
year in which the advanced royalty
payment is included in income, the
payee of an advanced royalty which is
recouped out of future production shall
not include production which recoups
the advanced royalty in such later
years. The payor of a bonus or ad-
vanced royalty that is not recouped
from future production may reduce the
production to be taken into account for
purposes of applying the depletable
quantity limitations in each year in
which the payor’s gross income from
the property is adjusted under § 1.613–
2(c)(5)(ii) to reflect the bonus paid by
an amount determined by dividing the
portion of the bonus required to be ex-
cluded from the payor’s gross income
from the property by the price of oil or
gas applicable to the payee for con-
verting the bonus into barrels of oil or
cubic feet of gas.

(iii) See § 1.612–3 (a)(2) and (b)(2) for
rules relating to the requirement that
certain depletion deductions allowed
with respect to lease bonuses and ad-
vanced royalties be restored to income.

(k) Special rules for fiscal year tax-
payers. In applying this section to a
taxable year which is not a calendar
year, each portion of such taxable year
which occurs during a single calendar
year shall be treated as if it were a
short taxable year.

(l) Information furnished by partner-
ships, trusts, estates, and operators. Each
partnership, trust, or estate producing
domestic crude oil or natural gas, and
each operator of a well from which do-
mestic crude oil or natural gas was
produced, shall provide each partner,
beneficiary, or person holding a nonop-
erating interest, as the case may be,
with all information in its possession
necessary to determine the amount of
his depletion deduction allowable with
respect to such crude oil or natural
gas. For example, for each property a
partnership is required to provide each
partner with partnership information
relating to the partner’s allocable
share of gross income from the prop-
erty, the partner’s allocable share of
operating expenses, the partner’s allo-
cable share of depreciation, the part-
ner’s share of allocated overhead, the

partner’s share of estimated reserves,
the partner’s share of production in
barrels or cubic feet for the taxable
year, the partner’s original share of the
partnership adjusted basis of properties
producing domestic crude oil or domes-
tic natural gas, the partner’s allocable
share of any adjustments made to the
basis of such properties by the partner-
ship, and the percentage by which ex-
isting partners must reduce their bases
in a partnership oil or gas property
upon entry of a partner by contribu-
tion. In addition, upon the disposition
of an oil or gas property by the part-
nership, the partnership shall inform
each partner of his allocable portion of
the amount realized from the sale of
the property.

[T.D. 8348, 56 FR 21939, May 13, 1991; 57 FR
4913, Feb. 10, 1992; 57 FR 9599, Mar. 19, 1992, as
amended by T.D. 8437, 57 FR 43900, Sept. 23,
1992; 57 FR 60474, Dec. 21, 1992; 58 FR 6678,
Feb. 1, 1993]

§ 1.613A–4 Limitations on application
of § 1.613A–3 exemption.

(a) Limitation based on taxable income.
(1) The aggregate amount of a tax-
payer’s deductions allowed pursuant to
section 613A(c) for the taxable year
shall not exceed 65 percent of the tax-
payer’s taxable income (reduced in the
case of an individual by the zero brack-
et amount for taxable years beginning
after December 31, 1976, and before Jan-
uary 1, 1987) for the year, adjusted to
eliminate the effects of:

(i) Any depletion with respect to an
oil or gas property (other than a gas
property with respect to which the de-
pletion allowance for all production is
determined pursuant to section
613A(b)) for which percentage depletion
would exceed cost depletion in the ab-
sence of the depletable quantity limi-
tations contained in section 613A(c) (1)
and (6) (as in effect prior to the Rev-
enue Reconciliation Act of 1990) or the
taxable income limitation contained in
section 613A(d)(1);

(ii) Any net operating loss carryback
to the taxable year under section 172;

(iii) Any capital loss carryback to
the taxable year under section 1212;
and

(iv) In the case of a trust, any dis-
tributions to its beneficiaries, except
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in the case of any trust where any ben-
eficiary of such trust is a member of
the family (as defined in section
267(c)(4)) of a settlor who created inter
vivos and testamentary trusts for
members of the family and such settlor
died within the last 6 days of the 5th
month in 1970, and the law in the juris-
diction in which such trust was created
requires all or a portion of the gross or
net proceeds of any royalty or other in-
terest in oil, gas, or other mineral rep-
resenting any percentage depletion al-
lowance to be allocated to the prin-
cipal of the trust.
The amount disallowed (as defined in
paragraph (q) of § 1.613A–7) shall be car-
ried over to the succeeding year and
treated as an amount allowable as a de-
duction pursuant to section 613A(c) for
such succeeding year, subject to the 65-
percent limitation of section 613A(d)(1).
For rules relating to corporations fil-
ing a consolidated return, see the regu-
lations under section 1502. With respect
to fiscal year taxpayers, except as pro-
vided in § 1.613A–1 for taxable years be-
ginning before January 1, 1975, and end-
ing after that date, the limitation shall
be calculated on the entire fiscal year
and not applied with respect to each
short period included in a fiscal year.
For purposes of basis adjustments and
determining whether cost depletion ex-
ceeds percentage depletion with re-
spect to the production from a prop-
erty, any amount disallowed as a de-
duction after the application of this
paragraph shall be allocated to the re-
spective properties from which the oil
or gas was produced in proportion to
the percentage depletion otherwise al-
lowable to such properties pursuant to
section 613A(c). Accordingly, the max-
imum amount which may be allowable
as a deduction pursuant to section
613A(c) after application of this para-
graph (65 percent × adjusted taxable in-
come) shall be allocated to properties
for which percentage depletion pursu-
ant to section 613A(c) would be allowed
in the absence of the limitation con-
tained in section 613A(d)(1) by applica-
tion of the same proportion. However,
once it is determined that after appli-
cation of this paragraph cost depletion
exceeds percentage depletion with re-
spect to a property, the maximum
amount determined under the pre-

ceding sentence shall be reallocated
among the remaining properties, and
the portion of the amount disallowed
which is allocable to such property
shall be the amount by which percent-
age depletion pursuant to section
613A(c) before application of this para-
graph exceeds cost depletion. See ex-
ample 1 of paragraph (a)(2) of this sec-
tion. If the taxpayer becomes entitled
to the deduction in a later year (i.e.,
because the disallowed depletion does
not exceed 65 percent of the taxpayer’s
taxable income for that year after tak-
ing account of any percentage deple-
tion deduction otherwise allowable for
that year), then the basis of the tax-
payer’s properties must be adjusted
downward (but not below zero) by the
amount of the deduction in proportion
to the portion of the amount dis-
allowed to the respective properties in
the year of the disallowance. However,
if the property in question was dis-
posed of by the taxpayer prior to the
beginning of such later year, the
amount of the deduction in such later
year shall be reduced by the difference
between the taxpayer’s adjusted basis
in the property at the time it is dis-
posed of and the adjusted basis which
the taxpayer would have had in the
property in the absence of the 65-per-
cent limitation.

(2) The application of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A owns producing oil properties
M, N, and O. With respect to property M, the
depletion allowable pursuant to section
613A(c) for 1975 without regard to section
613A(d)(1) was $60× (cost depletion would
have been $40×). With respect to property N,
the depletion allowable pursuant to section
613A(c) for 1975 without regard to section
613A(d)(1) was $90× (cost depletion would
have been zero). With respect to property O,
the depletion pursuant to section 613A(c) for
1975 without regard to section 613A(d)(1) was
$50× (cost depletion would have been $10X).
A’s taxable income (as adjusted under
§ 1.613A–4(a)(1)) for 1975 was $100×; accord-
ingly, A’s percentage depletion pursuant to
section 613A(c) for 1975 must be reduced from
$200× to $65× (65 percent × $100× taxable in-
come). Of that amount, $19.5×:

65x dollars
x

x x x

$60

$60 $90 $50+ +
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is tentatively allocated to property M,
$29.25×:

65x dollars
x

x x x

$90

$90 $60 $50+ +



















is tentatively allocated to property N, and
$16.25×:

65x dollars
x

x x x

$50

$50 $90 $60+ +



















is tentatively allocated to property O.
Since cost depletion of $40× with respect to

property M exceeded the percentage deple-
tion of $19.5× allowable on such property, A
claimed the cost depletion. Accordingly, the
only percentage depletion deduction allow-
able to A pursuant to section 613A(c) for 1975
is with respect to properties N and O. There-
fore, the $65× ceiling applies to the percent-
age depletion allowable on properties N and
O. Of that amount, $41.79×:

65x dollars
x

x x

$90

$90 $50+



















is allocated to property N, and $23.21×:

65x dollars
x

x x

$50

$50 $90+



















is allocated to property O.
Accordingly, A is allowed a total depletion

deduction of $105× ($40× cost depletion on
property M + $41.79× percentage depletion on
property N + $23.21× percentage depletion on
property O). The amount disallowed to A
under section 613A(d)(1) is $95× ($200× aggre-
gate depletion allowable before application
of section 613A(d)(1) ¥ $105× [$40× cost deple-
tion allowable on property M + $41.79× per-
centage depletion allowable on property N
after application of section 613A(d)(1) +
$23.21× depletion allowable on property O
after application of section 613A(d)(1)]). For
purposes of basis adjustments, $20× ($60× per-
centage depletion before limitation ¥ $40×
cost depletion allowed) of the amount dis-
allowed is allocated to property M. The bal-
ance of the amount disallowed of $75× is allo-
cated $48.21×:

75x dollars
x

x x

$90

$90 $50+



















to property N, and

75
50

x dollars
x

x x$50 $90+



















to property O.
Example 2. The amount disallowed to B as

a deduction under this paragraph is $50x for
1975 and $125x for 1976 (including the $50x car-
ried over from 1975). B may carry forward the
$125x as a deduction to 1977 and subsequent
years.

Example 3. C is a fiscal year taxpayer whose
fiscal year ended on May 31, 1975. For pur-
poses of applying the 65 percent of taxable
income limitation, the period beginning Jan-
uary 1, 1975, and ending May 31, 1975, is treat-
ed as a short taxable year. The depletion al-
lowable pursuant to section 613A(c) without
regard to section 613A(d)(1) for such short
taxable year was $80x and A’s taxable income
(as adjusted under § 1.613A–4(a)(1)) during
such short taxable year was $100x. Only $65x
(65 percent x $100x adjusted taxable income)
of the deduction pursuant to section 613A(c)
was deductible for such portion of 1975, in ad-
dition to any percentage depletion allowable
for June 1, 1974, through December 31, 1974.
With respect to the taxable year com-
mencing June 1, 1975, and ending May 31,
1976, the 65 percent limitation is applied to
the taxable income for the entire taxable
year.

Example 4. Under the trust law of State X,
a trustee is required to allocate 22 percent of
gross mineral income to the principal of a
trust for purposes of maintaining a reserve
for depletion and the depletion deduction is
entirely allocated to the trustee. In 1975 the
gross income of a trust in State X the only
assets of which were oil properties was $1,000.
The trust’s allowable percentage depletion
pursuant to section 613A(c) without regard to
section 613A(d)(1) was $220. The trust in-
curred expenses of $150 for the taxable year
and made distributions to beneficiaries (who
are not described in the exception for family
members set forth in paragraph (a)(1)(iv) of
this section) of $630 ($1,000 gross income
¥$220 allocated to principal ¥$150 expenses).
The trust’s deduction for personal exemption
under section 642(b) is $300. For purposes of
applying the 65 percent limitation, the
trust’s taxable income was $550 ($1,000 gross
income ¥$150 expenses ¥$300 exemption).
The limitation under section 613A(d)(1) was
$357.50 (65% x $550 taxable income). Accord-
ingly, the trust’s percentage depletion allow-
ance was unaffected by the 65 percent limita-
tion.

Example 5. In 1980 the gross income of the
estate of D was $1,000. The only assets of the
estate were oil properties. The estate’s ad-
justed basis in the oil properties was $0. The
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estate’s allowable percentage depletion pur-
suant to section 613A(c) without regard to
section 613A(d)(1) was $220. The estate in-
curred expenses of $150 for the taxable year
and made distributions to beneficiaries of
$425. The distributions thus equaled one half
of the net income of the estate (ignoring de-
pletion). Under section 611(b)(4), the percent-
age depletion is apportioned equally between
the estate and its beneficiary. The distribu-
tion amount of $425 is deductible under sec-
tion 661(a) in computing the taxable income
of the estate. For purposes of applying the 65
percent limitation to the percentage deple-
tion apportioned to the estate, the estate’s
taxable income was $0 ($1,000 gross income
¥$150 expenses ¥$425 distribution ¥$600 ex-
emption). The limitation under section
613A(d)(1) was therefore also $0 (65% x $0 tax-
able income). Accordingly, the $110 amount
is disallowed to the estate for the taxable
year but may be carried forward by the es-
tate as a deduction to 1981 and subsequent
years. The beneficiaries shall apply the 65
percent limitation to the $110 percentage de-
pletion apportioned to them based on their
respective taxable incomes.

Example 6. In 1975 E sold an oil property for
which E’s adjusted basis was $20x. The
amount disallowed for 1975 to E under sec-
tion 613A(d) was $10x. The amount of the car-
ryover under that section to 1976 was $0 ($10x
disallowed amount ¥$10x [$20x adjusted basis
of property on sale ¥$10x adjusted basis
which taxpayer would have had in the prop-
erty in the absence of the 65-percent limita-
tion]). However, if the adjusted basis of the
property on disposition had been $0, the
amount of the carryover to 1976 would have
been $10x ($10x disallowed amount ¥$0 ad-
justed basis of property on sale).

Example 7. In 1975 F owned producing prop-
erties M, N, O, P, Q, and R. With respect to
property M, the allowable cost depletion was
$100x (the allowable percentage depletion
pursuant to section 613A(c) without regard to
the depletable quantity and taxable income
limitations contained in section 613A(c)(1),
(6) and (d)(1) would have been $90x). With re-
spect to property N, the allowable percent-
age depletion pursuant to section 613A(c) be-
fore applying section 613A(d)(1) was $80x
(cost depletion would have been $0). With re-
spect to property O, the allowable cost deple-
tion was $60x (the allowable percentage de-
pletion pursuant to section 613A(c) would
have been $70x, except that the application
of section 613A(d)(1) reduced allowable per-
centage depletion to less than $60x). With re-
spect to property P, the allowable percent-
age depletion pursuant to section 613A(b)
was $55x (cost depletion would have been
$40x). With respect to property Q, which pro-
duces both gas subject to section
613A(b)(1)(B) and oil subject to section
613A(c), the allowable percentage depletion
was $45x (cost depletion would have been

$40x). With respect to property R, the allow-
able cost depletion was $40x (the allowable
percentage depletion pursuant to section
613A(c) would have been $50x, except that the
application of section 613A(c)(7)(A) reduced
allowable percentage depletion to less than
$40x). Under paragraph (a)(1)(i) of this sec-
tion, for purposes of applying the 65 percent
limitation under section 613A(d)(1), F’s tax-
able income must be reduced by the allow-
able depletion with respect to property M
(for which cost depletion exceeded percent-
age depletion even in the absence of section
613A(c)(1), (6), and (d)) and property P (for
which all depletion is determined pursuant
to section 613A(b)), but shall not be reduced
by the allowable depletion with respect to
properties N, O, Q, and R.

(b) Retailers excluded. (1) Section
613A(c) and § 1.613A–3 shall not apply in
the case of any taxpayer who is a re-
tailer as defined in paragraph (r) of
§ 1.613A–7.

(2) The application of this paragraph
may be illustrated by the following ex-
amples (those that involve sales
through retail outlets assume, unless
otherwise stated, that the $5,000,000
gross receipts requirement section
613A(d)(2) is met):

Example 1. A, owner of producing oil and
gas properties, also owns 5 percent in value
of the stock of Corporation M, a retailer of
oil and gas. None of A’s production is sold
through Corporation M. Since A may benefit
from Corporation M’s sales of oil and gas
through A’s ownership interest in Corpora-
tion M, A is considered to be selling oil or
natural gas through Corporation M, a related
person. Accordingly, the exemption under
section 613A(c) does not apply to A, even
though none of A’s production is sold
through Corporation M.

Example 2. Assume the same facts as in Ex-
ample 1 except that A has gross receipts of $2
million from sales of oil for the taxable year
from A’s retail outlets and Corporation M
has gross receipts of $4 million from sales of
oil for the taxable year from its retail out-
lets. For purposes of the $5 million gross re-
ceipts requirement of section 613A(d)(2), A is
treated as having gross receipts of $6 million.
Accordingly, the exemption under section
613A(c) does not apply to A.

Example 3. Corporation N, a retailer of oil
and gas, owns 5 percent in value of the stock
of Corporation O, owner of producing oil and
gas properties. None of Corporation O’s pro-
duction is sold through Corporation N. Since
Corporation O has no direct or indirect own-
ership interest in Corporation N, and there-
fore does not benefit from Corporation N’s
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sales of oil and gas, and since none of Cor-
poration O’s production is sold through Cor-
poration N, the exemption under section
613A(c) applies to Corporation O.

Example 4. Corporation P, a producer of oil,
owns 70 percent in value of the stock of Cor-
poration Q. Corporation Q owns 30 percent in
value of the stock of Corporation R. Corpora-
tion R owns 30 percent in value of the stock
of Corporation S, a retailer of oil and gas. P
indirectly owns 6.3 percent (70 percent × 30
percent × 30 percent) in value of the stock of
Corporation S. Since P may benefit from
Corporation S’s sales of oil and gas through
P’s indirect ownership interest in Corpora-
tion S, P is not entitled to percentage deple-
tion.

Example 5. B is the owner of certain oil and
gas properties in Texas and is also the owner
of a service station in Washington, DC,
which B leases to Corporation T. None of B’s
production is sold to Corporation T. The ex-
emption under section 613A(c) applies to B.
However, if sales of B’s production were
made to Corporation T and the gross receipts
from such sales of B’s production to Corpora-
tion T exceed 5 million dollars, the exemp-
tion under section 613A(c) would not apply to
B because B is selling oil or natural gas to a
person given authority to occupy a retail
outlet leased by the taxpayer, B.

Example 6. C has a 1⁄8 royalty interest and
Corporation U has a 7⁄8 working interest in
an oil property. Corporation V, a retailer of
oil, owns 5 percent in value of the stock of
Corporation U. C has no interest in either
corporation. All of the production from the
property is sold through Corporation V, C re-
ceiving from Corporation U 1⁄8 of its receipts
therefrom. The exemption under section
613A(c) does not apply to Corporation U be-
cause Corporation U is selling oil of natural
gas through Corporation V, a related person
that is a retailer. However, the exemption
applies to C because C, as owner of a nonop-
erating mineral interest, is not treated as an
operator of a retail outlet merely because C’s
oil and gas is sold on C’s behalf through a re-
tail outlet operated by an unrelated person.

Example 7. D owns and operates retail gro-
cery stores where refined oil may be pur-
chased. D also owns oil and gas producing
properties. If the sales of refined oil at each
store location constitute less than 5 percent
of the gross receipts from all sales made at
that store, D is not considered a retailer by
reason of such sales.

Example 8. Lessee E sells natural gas to les-
sor F directly from a wellhead gathering
pipelines system for F’s local agricultural
use, in transactions incidental to the acqui-
sition of a natural gas lease. The sales of
natural gas to F are not sales through a re-
tail outlet.

Example 9. Corporation W produces natural
gas, some of which it sells at retail. For pur-
poses of determining whether Corporation W

is a retailer selling gas through a retail out-
let within the meaning of § 1.613A–7(r), the
business office of Corporation W where a pur-
chaser would normally contact the corpora-
tion with respect to its sales to the pur-
chaser is considered the place at which those
sales of natural gas are made.

Example 10. G, husband, is the sole owner
and operator of a retail outlet which sells oil
and gas. H, wife, owns producing oil and gas
properties. G is not related to H for purposes
of section 613A(d).

Example 11. I, husband, and J, wife, are
community property owners of 10 percent in
value of the stock of Corporation X which is
a retailer of oil and gas. I and J are each
treated as owning 5 percent of Corporation
X. Therefore, neither I nor J qualify for the
exemption under section 613A(c).

Example 12. Corporation Y, an electing
small business corporation as defined in sec-
tion 1371 (as in effect prior to the enactment
of the subchapter S Revision Act of 1982),
owns producing oil and gas properties. K, a
retailer of oil and gas, is a 50 percent inter-
est shareholder of Corporation Y. None of
Corporation Y’s production is sold through
K. Corporation Y is eligible for percentage
depletion.

Example 13. Corporation Z, a producer of
natural gas, makes bulk sales of natural gas
to industrial users. For purposes of deter-
mining whether Corporation Z is a retailer
under § 1.613A–7(r), the bulk sales are dis-
regarded.

Example 14. L, a calendar year taxpayer, is
the owner of a producing oil property. On
September 1, 1976, L purchased a chain of
gasoline service stations. Therefore, L was a
retailer of oil and gas for the last 122 days of
1976. L’s gross income from the oil property
for the taxable year was $150x and L’s tax-
able income from the property was $30x. L is
treated as a retailer with respect to $50x of
gross income from the property ($150x × 122/
366) and $10x of taxable income from the
property ($30x × 122/366). Therefore, L is enti-
tled to percentage depletion with respect to
$100x of gross income from the property
($150x minus $50x). However, the allowable
percentage depletion is limited by the 50 per-
cent of taxable income from the property
limitation to $10x (50 percent times $20x tax-
able income ($30x minus $10x)).

Example 15. Corporation M is a partner in
Partnership MNO which is the owner of an
operating interest in a producing oil prop-
erty. Corporation P, a retailer of oil and gas,
owns 5 percent in value of the stock of Cor-
poration M. Partnership MNO sells its pro-
duction to Corporation P. Corporation M is
retailing oil through Corporation P, a re-
lated person, because its share of the oil is
being sold on its behalf by the partnership
through a retail outlet operated by a person
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related to Corporation M. Therefore, the ex-
emption under section 613A(c) does not apply
to Corporation M.

Example 16. AA and BB are beneficiaries of
a trust which is a retailer of oil and gas. AA
has an interest in the income of the trust for
AA’s lifetime which, actuarially determined,
represents more than 5 percent of the bene-
ficial interests in the trust. BB’s interest in
the trust, which entitles BB to 5 percent of
the corpus of the trust 5 years after AA’s
death, represents less than 5 percent of the
beneficial interests in the trust prior to AA’s
death and represents more than 5 percent
after AA’s death. The trust is a related per-
son of AA but not BB while AA is alive. Ac-
cordingly, during AA’s lifetime BB is not dis-
qualified from the exemption provided by
section 613A(c), but AA is.

Example 17. Assume the same facts as in
Example 16, except that AA’s interest in the
income of the trust represents 4 percent of
the beneficial interests in the trust. AA is
disqualified from the exemption provided by
section 613A(c) with respect to the income
from the trust but not with respect to in-
come from other sources.

(c) Certain refiners excluded. (1) Sec-
tion 613A(c) and § 1.613A–3 shall not
apply in the case of any taxpayer who
is a refiner as defined in paragraph (s)
of § 1.613A–7.

(2) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. Corporation M owns a refinery
which has refinery runs in excess of 50,000
barrels on at least one day during the tax-
able year. Corporation M also owns a 5 per-
cent interest in Corporation N, owner of pro-
ducing oil and gas properties. None of Cor-
poration N’s production is sold to Corpora-
tion M. The exemption under section 613A(c)
does not apply to Corporation N because Cor-
poration M, a related person of Corporation
N, engages in the refining of crude oil.

Example 2. A and B are equal partners in
Partnership AB, which owns oil and gas pro-
ducing properties. A owns a refinery which
has refinery runs in excess of 50,000 barrels
on at least one day during the taxable year
and which buys all of Partnership AB’s pro-
duction. B has no ownership interest in any
refinery. B is not a refiner.

[T.D. 8348, 56 FR 21946, May 13, 1991; 57 FR
4913, Feb. 10, 1992]

§ 1.613A–5 Election under section
613A(c)(4).

The election under section 613A(c)(4)
is an annual election which the tax-
payer may make by claiming percent-
age depletion deductions for the tax-

able year based upon such election. The
election may be made, on an original
or amended tax return or a claim for
credit or refund, at any time prior to
the expiration of the statutory period
(including any extensions thereof) for
the filing of a claim for credit or re-
fund by the taxpayer. The election may
be changed by the taxpayer by filing an
amended return or a claim for credit or
refund. The election allows the tax-
payer to treat as his depletable natural
gas quantity an amount equal to 6,000
cubic feet multiplied by the number of
barrels of the taxpayer’s depletable oil
quantity to which the election applies.
The election applies to secondary or
tertiary production, as well as primary
production, but in determining the tax-
payer’s depletable natural gas quantity
with respect to secondary or tertiary
production the taxpayer’s depletable
oil quantity shall be determined with-
out regard to section 613A(c)(3)(A)(ii)
with respect to production from sec-
ondary or tertiary processes.

[T.D. 7487, 42 FR 24264, May 13, 1977]

§ 1.613A–6 Recordkeeping require-
ments.

(a) Principal value of property dem-
onstrated. In the case of a transfer (as
defined in § 1.613A–7(n)) after December
31, 1974, of an interest in an oil or gas
property (as defined in § 1.613A–7(p)),
the transferee (as defined in section
1.613A–7(o)) shall keep records showing
the terms of the transfer, any geologi-
cal and geophysical data in the posses-
sion of the transferee or other explor-
atory data with respect to the property
transferred, and any other information
which bears upon the question of
whether at the time of the transfer the
principal value of the property trans-
ferred had been demonstrated by
prospecting, exploration, and discovery
work.

(b) Production from secondary or ter-
tiary processes. Every taxpayer who
claims depletion with respect to oil or
gas produced by secondary or tertiary
processes (as defined in § 1.613A–7(k))
shall keep records of the secondary and
tertiary processes applied and main-
tain records of the amount of produc-
tion so resulting.

(c) Retention of records. The records
required by this section shall be kept
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at all times available for inspection by
authorized Internal Revenue officers or
employees, and shall be retained so
long as the contents may become mate-
rial in the administration of any Inter-
nal Revenue law.

[T.D. 7487, 42 FR 24264, May 13, 1977]

§ 1.613A–7 Definitions.
For purposes of section 613A and the

regulations thereunder—
(a) Domestic. The term domestic, as ap-

plied to oil and gas wells (or to produc-
tion from such wells), refers to wells
located in the United States or in a
possession of the United States, as de-
fined in section 638 and the regulations
thereunder.

(b) Natural gas. The term natural gas
means any product (other than crude
oil as defined in paragraph (g) of this
section) of an oil or gas well if a deduc-
tion for depletion is allowable under
section 611 with respect to such prod-
uct.

(c) Regulated natural gas. Natural gas
is considered to be ‘‘regulated’’ only if
all of the following requirements are
met:

(1) The gas must be domestic gas pro-
duced and sold by the producer (wheth-
er for himself or on behalf of another
person) before July 1, 1976,

(2) The price for which the gas is sold
by the producer must not be adjusted
to reflect to any extent the increase in
liability of the seller for tax under
chapter 1 of the Code by reason of the
repeal of percentage depletion for gas,

(3) The sale of the gas must have
been subject to the jurisdiction of the
Federal Power Commission for regu-
latory purposes,

(4) An order or certificate of the Fed-
eral Power Commission must be in ef-
fect (or a proceeding to obtain such an
order or certificate must have been in-
stituted), and

(5) The price at which the gas is sold
must be taken into account, directly or
indirectly, in the issuance of the order
or certificate by the Federal Power
Commission. Price increases after Feb-
ruary 1, 1975, are presumed to take in-
creases in tax liabilities into account
unless the taxpayer demonstrates to
the contrary by clear and convincing
evidence that the increases are wholly
attributable to a purpose or purposes

unrelated to the repeal of percentage
depletion for gas (e.g., where the record
of the Federal Power Commission
clearly establishes that the Commis-
sion did not take the repeal into ac-
count). Increases to reflect additional
State and local real property or sever-
ance taxes, increases for additional op-
erating costs (such as costs of sec-
ondary or tertiary processes), adjust-
ments for inflation, increases for addi-
tional drilling and related costs, or in-
creases to reflect changes in the qual-
ity of gas sold, are some examples of
increases that are not attributable to
the repeal of percentage depletion for
gas. In the absence of a statement in
writing by the Federal Power Commis-
sion that the price of the gas in ques-
tion was not in fact regulated, the re-
quirement of paragraph (c)(5) of this
section is deemed to have been met in
any case in which the Federal Power
Commission issued an order or certifi-
cate approving the sale to an interstate
pipeline company or, in a case in which
it is established by the taxpayer that
the Federal Power Commission has in-
fluenced the price of such gas, an order
or certificate permitting the interstate
transportation of such gas. In addition,
an ‘‘emergency’’ sale of natural gas to
an interstate pipeline, which, pursuant
to the authority contained in 18 CFR
2.68, 2.70, 157.22, and 157.29, may be
made without prior order approving
the sale, is deemed to have met the re-
quirements of paragraph (c) (3), (4), and
(5) of this section. For purposes of
meeting the requirements under this
paragraph, it is not necessary that the
total gas production from a property
qualify as ‘‘regulated natural gas.’’ The
determination of whether mineral pro-
duction is ‘‘regulated natural gas’’
shall be made with respect to each sale
of the mineral or minerals produced.

(d) Natural gas sold under a fixed con-
tract. The term natural gas sold under a
fixed contract means domestic natural
gas sold by the producer (whether for
himself or on behalf of another person)
under a contract, in effect on February
1, 1975, and at all times thereafter be-
fore such sale, under which the price
for the gas during such period cannot
be adjusted to reflect to any extent the
increase in liabilities of the seller for
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tax under chapter 1 of the Code by rea-
son of the repeal of percentage deple-
tion for gas. The term may include gas
sold under a fixed contract even though
production sold under the contract had
previously been treated as regulated
natural gas. Price increases after Feb-
ruary 1, 1975, are presumed to take in-
creases in tax liabilities into account
unless the taxpayer demonstrates to
the contrary by clear and convincing
evidence. Paragraph (c) of this section
provides examples of increases which
do not take increases in tax liabilities
into account. However, if an adjust-
ment provided for in the contract per-
mits the possible increase in federal in-
come tax liability of the seller to be
taken into account to any extent, the
gas sold under the contract after such
an increase becomes permissible is not
gas sold under a fixed contract. If the
adjustment provided for in the con-
tract provides for an increase in the
price of the contract to the highest
price paid to a producer for natural gas
in the area, or if the price may be re-
negotiated, then gas sold under the
contract after such an increase be-
comes permissible is presumed not to
be sold under a fixed contract unless
the taxpayer demonstrates by clear
and convincing evidence that the price
increase in no event takes increases in
tax liabilities into account. For pur-
poses of meeting the requirements of
this paragraph, it is not necessary that
the total gas production from a prop-
erty qualify as ‘‘natural gas sold under
a fixed contract,’’ for the determina-
tion of ‘‘natural gas sold under a fixed
contract’’ is to be made with respect to
each sale of each type of natural gas
sold pursuant to each contract.

(e) Qualified natural gas from
geopressured brine. The term ‘‘qualified
natural gas from geopressured brine’’
means any natural gas which is deter-
mined in accordance with section 503 of
the Natural Gas Policy Act of 1978 to
be produced from geopressured brine
and which is produced from any well
the drilling of which began after Sep-
tember 30, 1978, and before January 1,
1984.

(f) Average daily production. (1) The
term average daily production means the
taxpayer’s aggregate production of do-
mestic crude oil or natural gas, as the

case may be, which is extracted after
December 31, 1974, and to which gross
income from the property is attrib-
utable during the taxable year divided
by the number of days in such year. As
used in the preceding sentence the
term taxpayer includes a small business
corporation as defined in section 1371
(as in effect prior to the enactment of
the subchapter S Revision Act of 1982)
and the regulations thereunder. Not-
withstanding the provisions of § 1.612–3
and except as provided in § 1.613A–
3(j)(2), in computing the average daily
production for a taxable year only oil
or gas which has been actually pro-
duced by the close of such taxable year
is taken into account. Average daily
production does not include production
resulting from secondary or tertiary
processes to which gross income from
the property is attributable before Jan-
uary 1, 1984.

(2) In the case of a fiscal-year tax-
payer, paragraph (f)(1) of this section
shall be applied separately to each
short taxable year under section
613A(c)(11), as in effect prior to the
Revenue Reconciliation Act of 1990.

(3) In the case of a taxpayer holding
a partial interest in the production
from any property (including an inter-
est of a partner in property of a part-
nership or a net profit interest) such
taxpayer’s production shall be consid-
ered to be that amount of such produc-
tion determined by multiplying the
total production (which is produced
after December 31, 1974, and to which
gross income from the property is at-
tributable during the taxable year) of
the property by the taxpayer’s percent-
age participation in the gross revenues
from the property during the year.
However, the portion of trust (or es-
tate) production allocable to a bene-
ficiary shall not exceed that amount of
the trust’s (or estate’s) depletable oil
quantity determined by multiplying
such quantity by the beneficiary’s per-
centage interest in the trust’s (or es-
tate’s) gross income from the property.

(g) Crude oil. For purposes of section
613A and the regulations thereunder,
the term crude oil means—

(1) A mixture of hydrocarbons which
existed in the liquid phase in natural
underground reservoirs and which re-
mains liquid at atmospheric pressure

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00455 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



456

26 CFR Ch. I (4–1–01 Edition)§ 1.613A–7

after passing through surface sepa-
rating facilities,

(2) Hydrocarbons which existed in the
gaseous phase in natural underground
reservoirs but which are liquid at at-
mospheric pressure after being recov-
ered from oil well (casinghead) gas in
lease separators, and

(3) Natural gas liquid recovered from
gas well effluent in lease separators or
field facilities before any conversion
process has been applied to such pro-
duction.

(h) Depletable oil quantity. The tax-
payer’s depletable oil quantity, within
the meaning of section 613A(c)(1)(A),
shall be equal to the tentative quantity
determined under the table contained
in section 613A(c)(3)(B) and paragraph
(b) of § 1.613A–3 (except that, in the case
of determinations with respect to days
prior to January 1, 1984, such quantity
shall be reduced (but not below zero) by
the taxpayer’s average daily secondary
or tertiary production for the taxable
year).

(i) Depletable natural gas quantity. The
taxpayer’s depletable natural gas quan-
tity, within the meaning of section
613A(c)(1)(B), shall be equal to 6,000
cubic feet multiplied by the number of
barrels of the taxpayer’s depletable oil
quantity to which the taxpayer elects
to have section 613A(c)(4) apply. The
taxpayer’s depletable oil quantity for
any taxable year shall be reduced (in
addition to any reduction required to
be made under paragraph (h) of this
section) by the number of barrels with
respect to which an election under sec-
tion 613A(c)(4) for natural gas has been
made. See § 1.613A–5.

(j) Barrel. The term barrel means 42
United States gallons.

(k) Secondary or tertiary production.
For purposes of section 613A the term
secondary or tertiary production means
the increased production of domestic
crude oil or natural gas from a prop-
erty at any time after the application
of a secondary or tertiary process. The
increased production is the excess of
actual production over the maximum
primary production which would have
resulted during the taxable year if the
secondary or tertiary process had not
been applied. The increased production
may be due to an increase in either the
rate or the duration of recovery. A sec-

ondary or tertiary process is a process
applied for the recovery of hydro-
carbons in which liquids, gases, or
other matter is injected into the res-
ervoir to supplement or augment the
natural forces required to move the hy-
drocarbons through the reservoir. How-
ever, no process which must be intro-
duced early in the productive life of
the mineral property in order to be rea-
sonably effective (such as cycling of
gas in the case of a gas-condensate res-
ervoir) is a secondary or tertiary proc-
ess. A process (such as fire flooding or
miscible fluid injection) introduced
early in the productive life of the min-
eral property will not be disqualified as
a secondary or tertiary process if a
later introduction of the process in the
property would still have been reason-
ably effective.

(l) Controlled group of corporations.
The term controlled group of corpora-
tions has the meaning given to such
term by section 1563(a), except that
section 1563(b)(2) shall not apply and
except that ‘‘more than 50 percent’’
shall be substituted for ‘‘ at least 80
percent’’ each place it appears in sec-
tion 1563(a).

(m) Related person. (1) A person is a
related person to another person, within
the meaning of section 613A(d) (2) and
(4), paragraphs (b) and (c) of § 1.613A–4,
and paragraphs (r) and (s) of this sec-
tion, if either a significant ownership
interest in such person is held by the
other, or a third person has a signifi-
cant ownership interest in both such
persons. For purposes of determining a
significant ownership interest, an in-
terest owned by or for a corporation,
partnership, trust, or estate shall be
considered as owned directly both by
itself and proportionately by its share-
holders, partners, or beneficiaries, as
the case may be. The term significant
ownership means—

(i) With respect to any corporation,
direct or indirect ownership of 5 per-
cent or more in value of the out-
standing stock of such corporation,

(ii) With respect to a partnership, di-
rect or indirect ownership of 5 percent
or more interest in the profits or cap-
ital of such partnership, and

(iii) With respect to an estate or
trust, direct or indirect ownership of 5
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percent or more of the beneficial inter-
ests in such estate or trust. The rel-
ative percentage ownership of bene-
ficiaries of an estate or trust in the
beneficial interests therein shall be de-
termined under actuarial principles.

(2) A person is a ‘‘related person’’ to
another person, within the meaning of
section 613A(c)(8)(B) and paragraph
(h)(2) of § 1.613A–3, if such persons are
members of the same controlled group
of corporations or if the relationship
between such persons would result in a
disallowance of losses under section 267
or 707(b), except that for this purpose
the family of an individual includes
only the individual’s spouse and minor
children.

(n) Transfer. The term transfer means
any change in ownership for federal tax
purposes after December 31, 1974, by
sale, exchange, gift, lease, sublease, as-
signment, contract, or other disposi-
tion (including any contribution to or
any distribution by a corporation,
partnership, or trust), any change in
the membership of a partnership or the
beneficiaries of a trust, or any other
change by which a taxpayer’s propor-
tionate share of the income subject to
depletion of an oil or gas property is
increased. For taxable years beginning
after 1982, the term ‘‘transfer’’ includes
an election by a C corporation to be an
S corporation (properties deemed
transferred by the C corporation on the
day the election first becomes effec-
tive) and a termination of an S election
(each shareholder’s pro rata share of
assets of S corporation deemed trans-
ferred to C corporation on the day that
the termination first becomes effec-
tive). However, the term does not in-
clude—

(1) A transfer of property at death
(including a distribution by an estate,
whether or not a pro rata distribution),

(2) An exchange to which section 351
applies,

(3) A change of beneficiaries of a
trust by reason of the death, birth, or
adoption of any vested beneficiary if
the transferee was a beneficiary of the
trust or is a lineal descendant of the
settlor or any other vested beneficiary
of the trust, except in the case of any
trust where any beneficiary of the
trust is a member of the family (as de-
fined in section 267(c)(4)) of a settlor

who created inter vivos and testa-
mentary trusts for members of the
family and the settlor died within the
last six days of the fifth month in 1970,
and the law in the jurisdiction in which
the trust was created requires all or a
portion of the gross or net proceeds of
any royalty or other interest in oil,
gas, or other mineral representing any
percentage depletion allowance to be
allocated to the principal of the trust,

(4) A transfer of property between
corporations which are members of the
same controlled group of corporations
(as defined in section 613A(c)(8)(D)(i)),

(5) A transfer of property between
business entities which are under com-
mon control (within the meaning of
section 613A(c)(8)(B)) or between re-
lated persons in the same family (with-
in the meaning of section
613A(c)(8)(C)),

(6) A transfer of property between a
trust and members of the same family
(within the meaning of section
613A(c)(8)(C)) to the extent that both (i)
the beneficiaries of the trust are and
continue to be members of the family
that transferred the property, and (ii)
the tentative oil quantity is allocated
among the members of such family,

(7) A reversion of all or part of an in-
terest with respect to which the tax-
payer was eligible for percentage deple-
tion pursuant to section 613A(c), or

(8) A conversion of a retained inter-
est which is eligible for such depletion
into an interest which constituted all
or part of an interest previously owned
by the taxpayer also eligible for such
depletion.
However, paragraph (n) (2), (4), and (5)
of this section shall apply only so long
as the tentative quantity determined
under the table contained in section
613A(c)(3)(B) (as in effect prior to the
Revenue Reconciliation Act of 1990) is
required to be allocated under section
613A(c)(8) between the transferor and
transferee, or among members of a con-
trolled group of corporations. In the
case of an individual transferor, the al-
location test of the preceding sentence
shall not be failed merely because of
the death of the transferor. For pur-
poses of paragraph (n) (3) and (6), an in-
dividual adopted by a beneficiary is a
lineal descendant of that beneficiary.
For purposes of paragraph (n) (7) and
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(8), a taxpayer previously ineligible for
percentage depletion solely by reason
of section 613A(d) (2) or (4) will be con-
sidered to have been eligible for such
depletion. A transfer is deemed to
occur on the day on which a contract
or other commitment to transfer the
property becomes binding upon both
the transferor and transferee, or, if no
such contract or commitment is made,
on the day on which ownership of the
interest in oil or gas property passes to
the transferee.

(o) Transferee. The term ‘‘transferee’’,
as used in section 613A(c)(9), paragraph
(i)(1) of § 1.613A–3, and this section in-
cludes the original transferee of proven
property and his or her successors in
interest (excluding successors in inter-
est of proven property transferred after
October 11, 1990). A person shall not be
treated as a transferee of an interest in
a proven oil or gas property to the ex-
tent that such person was entitled to a
percentage depletion allowance on
mineral produced with respect to the
property immediately before the trans-
fer. However, a person shall be treated
as a transferee of an interest in a prov-
en property to the extent that the in-
terest such person receives is greater
than the interest in the property the
person held immediately before the
transfer. For example, where the owner
of a proven oil property transfers his or
her entire interest therein to a part-
nership of which he or she is a member
and, as a consequence, becomes enti-
tled to a depletion allowance based on
only one-third of the oil produced with
respect to that property, the owner
(the transferor) is not denied percent-
age depletion with respect to the one-
third interest in oil production which
the owner still possesses. If the part-
nership agreement had made an effec-
tive allocation (under section 704 and
§ 1.704.1) of all the income in respect of
such property to the transferor part-
ner, that partner would be entitled to
percentage depletion on the entire oil
production from that property. For
this purpose, a person who has trans-
ferred oil or gas property pursuant to a
unitization or pooling agreement shall
be treated as having been entitled to a
depletion allowance immediately be-
fore the transfer to that person of the
interest in the unit or pool with re-

spect to all of the mineral in respect of
which the person receives gross income
from the property pursuant to the
unitization or pooling agreement, ex-
cept to the extent such income is at-
tributable to consideration paid by
that person for such interest in addi-
tion to that person’s contribution of
the oil or gas property and equipment
affixed thereto.

(p) Interest in proven oil or gas prop-
erty. The term interest in an oil or gas
property means an economic interest in
oil or gas property. An economic inter-
est includes working or operating in-
terests, royalties, overriding royalties,
net profits interests, and, to the extent
not treated as loans under section 636,
production payments from oil or gas
properties. The term also includes an
interest in a partnership, S corpora-
tion, small business corporation, or
trust holding an economic interest in
oil or gas property but does not include
shares of stock in a corporation (other
than an S corporation and small busi-
ness corporation) owning such an inter-
est. An oil or gas property is ‘‘proven’’
if its principal value has been dem-
onstrated by prospecting, exploration,
or discovery work. The principal value
of the property has been demonstrated
by prospecting, exploration, or dis-
covery work only if at the time of the
transfer—

(1) Any oil or gas has been produced
from a deposit, whether or not pro-
duced by the taxpayer or from the
property transferred;

(2) Prospecting, exploration, or dis-
covery work indicate that it is prob-
able that the property will have gross
income from oil or gas from the deposit
sufficient to justify development of the
property; and

(3) The fair market value of the prop-
erty is 50 percent or more of the fair
market value of the property, minus
actual expenses of the transferee for
equipment and intangible drilling and
development costs, at the time of the
first production from the property sub-
sequent to the transfer and before the
tansferee transfers his or her interest.
For purposes of this paragraph, the
property is to be determined by apply-
ing section 614 and the regulations
thereunder to the transferee at the
time of the transfer. If the transfer is
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of an interest in a partnership, S cor-
poration, small business corporation,
or trust, the determination shall be
made with respect to each property
owned by the partnership, S corpora-
tion, small business corporation, or
trust. The term prospecting, exploration,
or discovery work includes activities
which produce information relating to
the existence, location, extent, or qual-
ity of any deposit of oil or gas, such as
seismograph surveys and drilling ac-
tivities (whether for exploration or for
the production of oil or gas).

(q) Amount disallowed. The amount
disallowed, within the meaning of sec-
tion 613A(d)(1) and paragraph (a) of
§ 1.613A–4, is the excess of the amount
of the aggregate of the taxpayer’s al-
lowable depletion deductions (whether
based upon cost or percentage deple-
tion) computed without regard to sec-
tion 613A(d)(1) over the amount of the
aggregate of such deductions computed
with regard to such section. The dis-
allowed amount shall be carried over to
the succeeding year and treated as an
amount allowable as a deduction pur-
suant to section 613A(c) for the suc-
ceeding year, subject to the 65-percent
limitation of section 613A(d)(1) and the
rules contained in § 1.613A–4(a).

(r) Retailer. (1) Except as otherwise
provided in paragraph (r)(2) of this sec-
tion, the term retailer means any tax-
payer who directly, or through a re-
lated person (as defined in paragraph
(m)(1) of this section), sells oil or nat-
ural gas, or any product derived from
oil or natural gas—

(i) Through any retail outlet oper-
ated by the taxpayer or a related per-
son, or

(ii) To any person—
(A) Obligated under an agreement or

contract with the taxpayer or a related
person to use a trademark, trade name,
or service mark or name owned by such
taxpayer or a related person, in mar-
keting or distributing oil or natural
gas or any product derived from oil or
natural gas, or

(B) Given authority, pursuant to an
agreement or contract with the tax-
payer or a related person, to occupy
any retail outlet owned, leased, or in
any way controlled by the taxpayer or
a related person.

For purposes of the preceding sentence,
bulk sales (i.e., sales in very large
quantities) of oil or natural gas (but
not bulk sales of any product derived
from oil or natural gas) to commercial
or industrial users shall be disregarded.
Bulk sales made after September 18,
1982, of aviation fuels to the Depart-
ment of Defense shall be also dis-
regarded. In addition, sales of oil or
natural gas (whether or not produced
by the taxpayer), or of any product de-
rived from oil or natural gas, which are
made outside the United States shall
be disregarded if no domestic produc-
tion of oil, natural gas (or products de-
rived therefrom) of the taxpayer or a
related person is exported during the
taxable year or the immediately pre-
ceding taxable year.

(2) Notwithstanding paragraph (r)(1)
of this section, the taxpayer shall not
be considered a retailer in any case
where, during the taxable year of the
taxpayer, the combined gross receipts
from sales (excluding sales for resale)
of oil or natural gas, or products de-
rived therefrom, of all retail outlets
taken into account under paragraph
(r)(1) of this section (including sales
through a retail outlet of oil, natural
gas, or a product derived from oil or
natural gas which had previously been
the subject of a sale described in para-
graph (r)(1)(ii) of this section) do not
exceed $5 million. If the taxpayer’s
combined gross receipts for the taxable
year exceed $5 million, the taxpayer
will be treated as a retailer as of the
first day in which a retail sale was
made. For purposes of paragraph (r)(1)
of this section, a taxpayer shall be
deemed to be selling oil or natural gas
(or a product derived therefrom )
through a related person in any case in
which any sale of oil or natural gas (or
a derivative product) by the related
person produces gross income from
which the taxpayer may benefit by rea-
son of the taxpayer’s direct or indirect
ownership interest in the related per-
son. In such cases (and in any other
case in which the taxpayer is selling
through a retail outlet referred to in
section 613A(d)(2)(A) or is selling such
items to a person described in section
613A(d)(2)(B)), it is immaterial whether
the oil or natural gas which is sold, or
from which is derived a product which
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is sold, was produced by the taxpayer.
A taxpayer shall be deemed to be sell-
ing oil or natural gas (or a derivative
product) through a retail outlet oper-
ated by a related person in any case in
which a related person who operates a
retail outlet acquires for resale oil or
natural gas (or a derivative product)
which the taxpayer produced or caused
to be made available for acquisition by
the related person pursuant to an ar-
rangement whereby some or all of the
taxpayer’s production is marketed. An
owner of a nonoperating mineral inter-
est (such as a royalty) shall not be
treated as an operator of a retail outlet
merely because the owner’s oil or gas is
sold on the owner’s behalf through a
retail outlet operated by an unrelated
person. In addition, the mere fact that
a member of a partnership is a retailer
shall not result in characterization of
the remaining partners as retailers.
However, any partner of a partnership
who has a 5 percent or more interest in
any entity actually engaging in retail
activities (including the partnership or
another entity to which the partner-
ship is related) is treated as a retailer.
See paragraph (m)(1) of this section for
rules on the ownership interest by
partners in an entity related to a part-
nership. Similarly, if a trust or estate
is a retailer, only its beneficiaries hav-
ing a 5 percent or more current income
interest from the trust or estate are
treated as retailers. A person who is a
retailer during a portion of the taxable
year shall be treated as a retailer with
respect to a fraction of that person’s
gross and taxable income from oil or
gas properties for the taxable year, the
numerator of which is the number of
days during the taxable year in which
the taxpayer is a retailer and the de-
nominator of which is the total number
of days during the taxable year; except
that a person who ceases to be a re-
tailer during the taxable year before
the first production of oil or gas during
such year shall not be treated as a re-
tailer for any portion of such year.

(3) For purposes of this paragraph (r),
the term any product derived from oil or
natural gas means gasoline, kerosene,
Number 2 fuel oil, refined lubricating
oils, diesel fuel, butane, propane, and
similar products which are recovered
from petroleum refineries or extracted

from natural gas in field facilities or
natural gas processing plants. The
term retail outlet means any place
where sales of oil or natural gas (ex-
cluding bulk sales of such items to
commercial or industrial users), or a
product of oil or natural gas (excluding
bulk sales of aviation fuels to the De-
partment of Defense), accounting for
more than 5 percent of the gross re-
ceipts from all sales made at such
place during the taxpayer’s taxable
year, are systematically made for any
purpose other than for resale. For this
purpose, sales of oil or natural gas, or
any product derived from oil or natural
gas, to a person for refining are consid-
ered as sales made for resale.

(s) Refiner. A person is a refiner if
such person or a related person (as de-
fined in paragraph (m)(1) of this sec-
tion) engages in the refining of crude
oil (whether or not owned by such per-
son or related person) and if the total
refinery runs of such person and any
related persons exceed 50,000 barrels on
any day during the taxable year. A re-
finery run is the volume of inputs of
crude oil (excluding any product de-
rived from oil) into the refining
stream. For purposes of this paragraph,
crude oil refined outside the United
States shall be taken into account. Re-
fining is any operation by which the
physical or chemical characteristics of
crude oil are changed, exclusive of such
operations as passing crude oil through
separators to remove gas, placing crude
oil in settling tanks to recover basic
sediment and water, dehydrating crude
oil, and blending of crude oil products.

[T.D. 8348, 56 FR 21949, May 13, 1991; 57 FR
4913, Feb. 10, 1992, as amended by T.D. 8437, 57
FR 43903, Sept. 23, 1992; 58 FR 6678, Feb. 1,
1993]

§ 1.614–0 Introduction.
Section 614 relates to the definition

of property and to the various special
rules by means of which taxpayers are
permitted to aggregate or combine sep-
arate properties or to treat such prop-
erties as separate. These rules are set
forth in detail in §§ 1.614–1 through
1.614–8. Section 1.614–1 sets forth rules
under section 614(a) relating to the def-
inition of the term property. Section
1.614–2 contains the rules relating to
the election under section 614(b), as it
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existed prior to its amendment by sec-
tion 226(a) of the Revenue Act of 1964,
to aggregate operating mineral inter-
ests. In the case of mines, the rules
contained in § 1.614–2 are applicable
only to taxable years beginning before
January 1, 1958, to which the Internal
Revenue Code of 1954 applies. In the
case of oil and gas wells, the rules con-
tained in § 1.614–2 are applicable only to
taxable years beginning before January
1, 1964, to which the Internal Revenue
Code of 1954 applies. In the case of oil
and gas wells, the taxpayer may, how-
ever, for taxable years beginning before
January 1, 1964, treat any operating
mineral interests as if section 614 (a)
and (b) (as it existed prior to its
amendment by section 226(a) of the
Revenue Act of 1964) had not been en-
acted. If any operating mineral inter-
ests are so treated, the rules contained
in § 1.614–2 are not applicable to such
interests and such interests are, in re-
spect of taxable years beginning before
January 1, 1964, subject to the rules set
forth in § 1.614–4 relating to the Inter-
nal Revenue Code of 1939 treatment of
separate operating mineral interests in
the case of oil and gas wells. Section
1.614–3 prescribes the rules relating to
the election under section 614(c)(1) per-
mitting the aggregation of operating
mineral interests in the cases of mines
for taxable years beginning after De-
cember 31, 1957. Section 1.614–3 also
sets forth rules relating to the election
under section 614(c)(2) in the case of
mines by means of which a taxpayer is
permitted to treat a single operating
mineral interest as more than one such
interest for taxable years beginning
after December 31, 1957. At the election
of the taxpayer with respect to an op-
erating unit, the rules contained in
§ 1.614–3 are also applicable to taxable
years beginning before January 1, 1958,
to which the Internal Revenue Code of
1954 applies. If the taxpayer makes
such an election, the rules contained in
§ 1.614–2 are not applicable to any of the
operating mineral interests which are
part of the operating unit with respect
to which the election described in
§ 1.614–3 is made. Section 1.614–5 sets
forth the rules relating to the aggrega-
tion of nonoperating mineral interests.
Section 1.614–6 contains the rules relat-
ing to basis, holding period, and aban-

donment and casualty losses where
properties have been aggregated or
combined. Section 1.614–7 relates to the
extension of time for performing cer-
tain acts. Section 1.614–8 contains the
rules relating to the elections under
section 614(b) as amended by section
226(a) of the Revenue Act of 1964 to
treat separate operating mineral inter-
ests in the case of oil and gas wells as
separate properties or in combination
for taxable years beginning after De-
cember 31, 1963.

[T.D. 6859, 30 FR 13699, Oct. 28, 1965]

§ 1.614–1 Definition of property.
(a) General rule. (1) For purposes of

subtitle A of the Code, in the case of
mines, wells, and other natural depos-
its, the term property means each sepa-
rate interest owned by the taxpayer in
each mineral deposit in each separate
tract or parcel of land.

(2) The term interest means an eco-
nomic interest in a mineral deposit.
See paragraph (b) of § 1.611–1. The term
includes working or operating inter-
ests, royalties, overriding royalties,
net profits interests, and, to the extent
not treated as loans under section 636,
production payments.

(3) The term tract or parcel of land is
merely descriptive of the physical
scope of the land to which the tax-
payer’s interest relates. It is not de-
scriptive of the nature of his rights or
interests in the land. All contiguous
areas (even though separately de-
scribed) included in a single convey-
ance or grant or in separate convey-
ances or grants at the same time from
the same owner constitute a single sep-
arate tract or parcel of land. Areas in-
cluded in separate conveyances or
grants (whether or not at the same
time) from separate owners are sepa-
rate tracts or parcels of land even
though the areas described may be con-
tiguous. If the taxpayer’s rights or in-
terests within the same tract or parcel
of land are dissimilar, then each such
dissimilar interest constitutes a sepa-
rate property. If the taxpayer’s rights
or interests (whether or not dissimilar)
within the same tract or parcel of land
relate to more than one separate min-
eral deposit, then his interest with re-
spect to each such separate deposit is a
separate property.
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(4) Upon the transfer of a property in
any transaction in which the basis of
such property in the hands of the
transferee is determined by reference
to the basis of such property in the
hands of the transferor, such property
shall, notwithstanding the provisions
of subparagraph (3) of this paragraph,
retain the same status and identity in
the hands of the transferee as it had in
the hands of the transferor. See para-
graph (c) of § 1.614–6 if the transferor
has made a binding election to treat a
separate mineral interest as a separate
property, to treat a separate mineral
interest as more than one property
under section 614(c), or to treat two or
more separate mineral interests as an
aggregated or combined property under
section 614(b) (as it existed either be-
fore or after its amendment by section
226(a) of the Revenue Act of 1964), (c),
or (e).

(5) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A taxpayer owns one tract of
land under which lie three separate and dis-
tinct seams of coal. Therefore, the taxpayer
owns three separate mineral interests each
of which constitutes a separate property.

Example 2. A taxpayer conducts mining op-
erations on eight tracts of land as a single
unit. He acquired his interests in each of the
eight tracts from separate owners. Even if
each tract of land contains part of the same
mineral deposit, the taxpayer owns eight
separate mineral interests each of which
constitutes a separate property.

Example 3. A taxpayer owns a tract of land
under which lies one mineral deposit. The
taxpayer operates a well on part of the tract
and leases to another operator the mineral
rights in the remainder retaining a royalty
interest therein. The taxpayer thereafter
owns two separate mineral interests each of
which constitutes a separate property.

Example 4. In 1954, a taxpayer acquires
from a single owner, in a single deed, three
noncontiguous tracts of mineral land for a
single consideration. Even if each tract con-
tains part of the same mineral deposit, the
taxpayer owns three separate mineral inter-
ests each of which constitutes a separate
property.

Example 5. In 1954, taxpayer A simulta-
neously acquires in fee two contiguous tracts
of mineral land from two separate owners.
The same mineral deposit underlies both
tracts. Thereafter, taxpayer A owns two sep-
arate mineral interests each of which con-
stitutes a separate property.

Example 6. Assume that in 1955, taxpayer A,
in example 5, leases the two contiguous
tracts of mineral land that he acquired in
1954 to taxpayer B by means of a single lease.
Thereafter, taxpayer B owns one mineral in-
terest which constitutes a separate property
for such time as the lease continues in exist-
ence.

Example 7. Assume that in 1955, taxpayer A,
in example 5, sells at the same time all the
mineral land he acquired in 1954 to taxpayer
B. Thereafter, taxpayer B owns one mineral
interest which constitutes a separate prop-
erty. If taxpayer B acquires the mineral land
in a transaction in which the basis of such
mineral land in his hands is determined by
reference to the basis of such mineral land in
the hands of taxpayer A, then taxpayer B
owns two separate mineral interests each of
which constitutes a separate property.

Example 8. In 1954, taxpayer A simulta-
neously acquires two contiguous leasehold
interests from two separate owners. The
same mineral deposit underlies both tracts.
Thereafter, taxpayer A owns two separate
mineral interests each of which constitutes a
separate property.

Example 9. In 1955, taxpayer A, in example
8, simultaneously assigns the two leases to
taxpayer B. Thereafter, taxpayer B owns two
separate mineral interests each of which
constitutes a separate property.

(b) Separation of interests treated as
single property under prior regulations.
Each separate mineral interest which,
in accordance with paragraph (a) of
this section, is a separate property
shall be so treated, notwithstanding
the fact that the taxpayer under para-
graph (i) of § 39.23(m)–1 of this chapter
(Regulations 118) and corresponding
provisions of prior regulations may
have treated more than one of such in-
terests as a single property. The basis of
each such separate property must be
established by a reasonable method.
See, however, section 614 (b) and (d) (as
they existed prior to amendment by
section 226 of the Revenue Act of 1964),
section 614 (c) and (e), and §§ 1.614–2,
1.614–3, 1.614–4, and 1.614–5 for special
rules relating to the treatment of two
or more separate mineral interests as a
single property.

(c) Treatment of a waste bank or res-
idue. A waste bank or residue of prior
mining, the extraction of ores or min-
erals from which is treated as mining
under section 613(c)(3), shall not be
considered to be a separate mineral de-
posit but is a part of the mineral de-
posit from which it was extracted.
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However, if the owner of such waste
bank or residue has disposed of the de-
posit from which the waste bank or
residue was accumulated, or if the
waste bank or residue cannot prac-
ticably be attributed to a particular
deposit of the owner, the waste bank or
residue will be regarded as a separate
deposit.

[T.D. 6524, 26 FR 147, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13699, Oct. 28, 1965; T.D.
7261, 38 FR 5467, Mar. 1, 1973]

§ 1.614–2 Election to aggregate sepa-
rate operating mineral interests
under section 614(b) prior to its
amendment by Revenue Act of 1964.

(a) General rule. (1) The provisions of
this section relate to the election,
under section 614(b) prior to its amend-
ment by section 226(a) of the Revenue
Act of 1964, to aggregate separate oper-
ating mineral interests, and, unless
otherwise indicated, all references in
this section to section 614(b) or any
paragraph or subparagraph thereof are
references to section 614(b) or a para-
graph or subparagraph thereof as it ex-
isted prior to such amendment. Not-
withstanding the preceding sentence,
the definitions contained in paragraphs
(b) and (c) of this section shall apply
both before and after such amendment.
All references in this section to section
614(d) are references to section 614(d) as
it existed prior to its amendment by
section 226(b)(3) of the Revenue Act of
1964.

(2) A taxpayer who owns two or more
separate operating mineral interests,
which constitute part or all of an oper-
ating unit, may elect under section
614(b) and this section to form one ag-
gregation of any two or more of such
operating mineral interests and to
treat such aggregation as one property.
Any operating mineral interest which
the taxpayer does not elect to include
within the aggregation within the time
prescribed in paragraph (d) of this sec-
tion shall be treated as a separate
property. The aggregation of separate
properties which results from exer-
cising the election shall be considered
as one property for all purposes of sub-
title A of the Code. The preceding sen-
tence does not preclude the use of more
than one account under a single meth-
od of computing depreciation or the

use of more than one method of com-
puting depreciation under section 167,
if otherwise proper. Any reasonable
and consistently applied method or
methods of computing depreciation of
the improvements made with respect
to the separate properties aggregated
may be continued in accordance with
section 167 and the regulations there-
under. Operating interests in different
minerals which comprise part or all of
the same operating unit may be in-
cluded in the aggregation. It is not nec-
essary for purposes of the aggregation
that the separate operating mineral in-
terests be included in a single tract or
parcel of land or in contiguous tracts
or parcels of land so long as such inter-
ests are a part of the same operating
unit. Under section 614(b), a taxpayer
cannot elect to form more than one ag-
gregation of separate operating min-
eral interests within one operating
unit. For definitions of operating min-
eral interest and operating unit see re-
spectively paragraphs (b) and (c) of this
section.

(b) Operating mineral interest defined.
The term operating mineral interest
means a separate mineral interest as
described in section 614(a), in respect of
which the costs of production are re-
quired to be taken into account by the
taxpayer for purposes of computing the
limitation of 50 percent of the taxable
income from the property in deter-
mining the deduction for percentage
depletion computed under section 613,
or such costs would be so required to be
taken into account if the mine, well, or
other natural deposit were in the pro-
duction stage. The term does not in-
clude royalty interests or similar in-
terests, such as production payments
or net profits interests. For the pur-
pose of determining whether a mineral
interest is an operating mineral inter-
est, costs of production do not include
intangible drilling and development
costs, exploration expenditures under
section 615, or development expendi-
tures under section 616. Taxes, such as
production taxes, payable by holders of
nonoperating interests are not consid-
ered costs of production for this pur-
pose. A taxpayer may not aggregate
operating mineral interests and nonop-
erating mineral interests such as roy-
alty interests.
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(c) Operating unit defined. (1) The
term operating unit refers to the oper-
ating mineral interests which are oper-
ated together for the purpose of pro-
ducing minerals. An operating unit of a
particular taxpayer must be deter-
mined on the basis of his own oper-
ations. It is recognized that operating
units may not be uniform in the var-
ious natural resources industries or in
any one of the natural resources indus-
tries, such as coal, oil and gas, and the
like. As to a particular taxpayer, busi-
ness reasons may require the formation
of operating units that vary in size and
content. The term operating unit refers
to a producing unit, and not to an ad-
ministrative or sales organization.
Among the factors which indicate that
mineral interests are operated together
as a unit are:

(i) Common field or operating per-
sonnel,

(ii) Common supply and maintenance
facilities,

(iii) Common processing or treat-
ment plants, and

(iv) Common storage facilities.
However, operating mineral interests
which are geographically widespread
may not be treated as parts of the
same operating unit merely because a
single set of accounting records, a sin-
gle executive organization, or a single
sales force is maintained by the tax-
payer with respect to such interests, or
merely because the products of such in-
terests are processed at the same treat-
ment plant.

(2) If aggregated, an undeveloped op-
erating mineral interest shall be aggre-
gated only with those interests with
which it will be operated as a unit
when it reaches the production stage.

(3) While a taxpayer may operate an
operating mineral interest through an
agent, a coowner may aggregate only
his operating mineral interests that
are actually operated as a unit. For ex-
ample, if A owned and actually oper-
ated the entire working interest in
lease X and also owned an undivided
fraction of lease Y in which B owned
the remaining interest and which B ac-
tually operated as a unit with lease Z,
A may not aggregate his interest in
lease X with his undivided interest in
lease Y, since they are not actually op-
erated as a unit.

(4) The determination of the taxpayer
as to what constitutes an operating
unit is to be accepted unless there is a
clear and convincing basis for a change
in such determination.

(d) Manner and scope of election— (1)
Election; when made. (i) Except as pro-
vided in subparagraph (2)(ii) of this
paragraph, the election under section
614(b) and paragraph (a) of this section
to treat an mineral interest as part of
an aggregation shall be made not later
than the time prescribed by law for fil-
ing the taxpayer’s income tax return
(including extensions thereof), for
whichever of the following taxable
years is the later:

(a) The first taxable year beginning
after December 31, 1953, and ending
after August 16, 1954, or

(b) The first taxable year in which
any expenditure for exploration, devel-
opment, or operation in respect of the
separate operating mineral interest is
made by the taxpayer after the acquisi-
tion of such interest.

See, however, paragraph (c) of § 1.614–6
as to the binding effect of an election
where the basis of a separate operating
mineral interest in the hands of the
taxpayer is determined by reference to
the basis in the hands of a transferor.
The election under section 614(b) may
not be made with respect to any tax-
able year beginning after December 31,
1957, except in the case of oil and gas
wells. See paragraph (e) of this section
for rules with respect to the termi-
nation of the election under section
614(b) except in the case of oil and gas
wells. If an expenditure has been made
in respect of a separate operating min-
eral interest, it is immaterial whether
or not any proven deposit has been dis-
covered with respect to such interest
when such expenditure has been made.
The provisions of this subdivision may
be illustrated by the following exam-
ple:

Example. Taxpayer A is producing from an
oil and gas horizon and in 1958 he drills for
the purpose of locating a deeper horizon
which will be operated in the same operating
unit as the upper producing horizon. At the
end of the taxable year 1958 he has expended
$50,000 drilling for the purpose of locating a
deeper horizon although at such time there
is no assurance that such a horizon will be
found. If taxpayer A desires to aggregate the
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deeper horizon, if found, with the upper hori-
zon under section 614(b), he must elect to do
so in his return for 1958. If the election to ag-
gregate the upper and lower horizons as one
property is made, the drilling expenditures
with respect to the prospective lower horizon
must be taken into account along with the
income and expenses with respect to the
upper producing horizon in computing the
depletion allowance on the aggregated prop-
erty.

However, where expenditures for devel-
opment of, or production from, a par-
ticular mineral deposit result in the
discovery of another mineral deposit,
the election with respect to such other
deposit shall be made for the taxable
year in which it is discovered and not
for the taxable year in which the ex-
penditures were first made which re-
sulted in such discovery.

(ii) Except in the case of oil and gas
wells, if a taxpayer fails to make an
election under section 614(b) to aggre-
gate a particular operating mineral in-
terest on or before the time prescribed
for the making of such election, such
interest will be treated as if an election
had been made under section 614(b) to
treat it as a separate property and it
cannot be included in any aggregation
within the operating unit of which it is
a part unless the taxpayer obtains the
consent of the Commissioner. However,
where the taxpayer owns more than
one property within an operating unit,
but has elected to treat such properties
separately and one or more additional
operating mineral interests are subse-
quently acquired, any one or more of
the latter may be aggregated with one
of the existing separate properties
within the operating unit but not with
more than one of them since they can-
not be validly aggregated with each
other.

(iii) In the case of oil and gas wells,
if the taxpayer fails to make an elec-
tion under section 614(b) with respect
to a particular operating mineral inter-
est on or before the time prescribed for
the making of such election, the tax-
payer shall be deemed to have treated
such interest under the provisions of
section 614(d). See section 614(d) and
§ 1.614–4.

(iv) For purposes of section 614(b),
the acquisition of an option to acquire
an economic interest in minerals in
place does not constitute the acquisi-

tion of a mineral interest. Thus, a tax-
payer who makes expenditures for the
exploration of minerals on a particular
tract under an option to acquire an
economic interest in minerals in place
is not required to make an election
with respect to such interest at that
time. Furthermore, the election need
not be made in the taxable year in
which payments are made for the ac-
quisition of a lease, such as the pay-
ment of a bonus, unless exploratory,
development, or operation expendi-
tures are made thereafter with respect
to the property in that year.

(2) Election; how made. (i) The elec-
tion under section 614(b) must be made
by a statement attached to the income
tax return of the taxpayer for the first
taxable year for which the election is
made. This statement shall indicate
that the taxpayer is making an aggre-
gation of separate operating mineral
interests within an operating unit
under section 614(b) and shall contain a
description of the aggregation and de-
scribe the operating mineral interests
within the operating unit which are to
be treated as separate properties apart
from the aggregation. A general de-
scription, accompanied by maps appro-
priately marked, which accurately cir-
cumscribes the scope of the aggrega-
tion and identifies the properties which
are to be treated separately will be suf-
ficient. The statement shall also con-
tain a description of the operating unit
in sufficient detail to show that the ag-
gregated operating mineral interests
are properly within a single operating
unit. See paragraph (c) of this section.
The taxpayer shall maintain adequate
records and maps in support of the
above information. In the event ex-
penditures are first made on an oper-
ating mineral interest within an oper-
ating unit after an election with re-
spect to the aggregation of interests in
that operating unit has been made, the
taxpayer shall furnish only informa-
tion describing such operating mineral
interest, its location in the operating
unit, and whether it is to be included
within the aggregation.

(ii) If the taxpayer made or did not
make the election under section 614(b)
with respect to a particular operating
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mineral interest and the last day pre-
scribed by law for filing the return (in-
cluding extensions of time therefor) on
which the election was required to be
made falls on or before May 1, 1961,
consent is hereby given to the taxpayer
to make or change the election not
later than May 1, 1961. Any such elec-
tion or change of such election shall be
effective with respect to the earliest
taxable year to which the election is
applicable in respect of which assess-
ment of a deficiency or credit or refund
of an overpayment, as the case may be,
resulting from such election or change
is not prevented by any law or rule of
law on the date such election or change
is made. An election or change of elec-
tion made pursuant to this subdivision
shall be binding upon the taxpayer for
the first taxable year for which it is ef-
fective and for all subsequent taxable
years unless consent to a different
treatment is obtained from the Com-
missioner. (See, however, paragraph (e)
of this section for rules relating to the
termination and nonapplicability of
the election under section 614(b) except
in the case of oil and gas wells.) Such
election or change shall be made in the
form of a statement setting forth the
nature of the election or change, in-
cluding information substantially the
same as that required by subdivision (i)
of this subparagraph, and shall be ac-
companied by an amended return or re-
turns if necessary or, if appropriate, a
claim for refund or credit. The appro-
priate documents must be filed on or
before May 1, 1961 with the district di-
rector for the district in which the
original return was filed.

(3) Election; when effective. If a tax-
payer has elected to aggregate an oper-
ating mineral interest, the date on
which the aggregation becomes effec-
tive is the earliest date within the tax-
able year affected, on which the tax-
payer incurred any expenditure for ex-
ploration, development, or operation of
such interest. The application of this
rule may be illustrated by the fol-
lowing examples:

Example 1. In 1953, a taxpayer owned and
operated mineral interests Nos. 1, 2, and 3.
All three interests form one operating unit.
The taxpayer, who files his return on a cal-
endar year basis, continued to own and oper-
ate these interests during the year 1954, and

in his return for that year, filed on April 15,
1955, elected to aggregate these three inter-
ests. As the result of this election, the aggre-
gation was effective for all purposes of sub-
title A of the Code as of January 1, 1954.

Example 2. Assume that, on March 1, 1955,
the taxpayer described in example 1 acquired
operating mineral interest No. 4 which was
also a part of the operating unit composed of
operating mineral interests Nos. 1, 2, and 3,
that he made his first expenditure for explo-
ration with respect to operating mineral in-
terest No. 4 on September 1, 1955, and that,
in his return filed on April 15, 1956, he elect-
ed to aggregate operating mineral interest
No. 4 with the aggregation consisting of Nos.
1, 2, and 3. As the result of that election, op-
erating mineral interest No. 4 became a part
of the aggregation for all purposes of subtitle
of the Code on September 1, 1955.

(4) Election; binding effect. A valid
election made under section 614(b) and
this section shall be binding upon the
taxpayer for the taxable year for which
made and all subsequent taxable years
unless consent to make a change is ob-
tained from the Commissioner. How-
ever, see paragraph (e) of this section
for rules with respect to the termi-
nation of the election under section
614(b) except in the case of oil and gas
wells. For rules relating to the binding
effect of an election where the basis of
a separate or an aggregated property in
the hands of the transferee is deter-
mined by reference to the basis in the
hands of the transferor, see paragraph
(c) of § 1.614–6. A taxpayer can neither
include within the aggregation a sepa-
rate operating mineral interest which
he had previously elected to treat sepa-
rately, nor exclude from the aggrega-
tion a separate operating mineral in-
terest previously included therein un-
less consent to do so is obtained from
the Commissioner. A change in tax
consequences alone is not sufficient to
obtain consent to change the treat-
ment of an operating mineral interest.
However, consent may be appropriate
where, for example, there has been a
substantial change in the taxpayer’s
operations so that a major part of an
aggregation becomes a part of another
operating unit. Applications for con-
sent shall be made in writing to the
Commissioner of Internal Revenue,
Washington, DC 20224. The application
must be accompanied by a statement
indicating the reason or reasons for the
change and furnishing the information
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required under subdivision (i) of sub-
paragraph (2) of this paragraph, unless
such information has been previously
filed and is current.

(5) Invalid aggregations—(i) In general.
In addition to aggregations which are
invalid under section 614(b) because of
the failure to make timely elections,
aggregations may be invalid under
such section in situations which may
be divided into two general categories.
The first category involves basic aggre-
gations which were timely but other-
wise initially invalid. The second cat-
egory involves invalid additions of op-
erating mineral interests to basic ag-
gregations which additions became
subject to the election in years subse-
quent to the year in which the initial
basic aggregation or aggregations were
formed.

(ii) Invalid basic aggregations. The
term invalid basic aggregations refers to
those aggregations which are initially
invalid. Generally, such basic aggrega-
tions will be invalid because more than
one aggregation has been formed with-
in an operating unit or because oper-
ating mineral interests in two or more
operating units have been improperly
aggregated. For any year in which an
invalid basic aggregation exists, each
operating mineral interest included in
such aggregation shall be treated for
all purposes as a separate property un-
less consent is obtained from the Com-
missioner to treat any such interest in
a different manner. Consent will be
granted in appropriate cases as, for ex-
ample, where the taxpayer dem-
onstrates that he inadvertently formed
an invalid basic aggregation. The pro-
visions of this subdivision may be illus-
trated by the following examples:

Example 1. In 1953, taxpayer A owned six
operating mineral interests, designated No. 1
through No. 6, and he continued to own and
operate such interests during 1954. He ac-
quired no other operating mineral interests
during such year. All six of these operating
mineral interests form one operating unit.
Assume that A elected under section 614(b)
to aggregate operating mineral interests
Nos. 1 through 3 into one aggregation and
Nos. 4 through 6 into another aggregation.
Since A has formed two aggregations in one
operating unit, they are invalid basic aggre-
gations. Therefore, interests Nos. 1 through 6
must be treated as separate properties for
1954 and all subsequent taxable years unless
consent is obtained from the Commissioner

to treat any of such interests in a different
manner.

Example 2. Assume the same facts as in ex-
ample 1 and assume also that, in his return
for 1954, A correctly elected to aggregate all
six operating mineral interests into one ag-
gregation under section 614(b). Assume fur-
ther that all these operating mineral inter-
ests continued to be in one operating unit for
the years 1954, 1955, and 1956 but that, be-
cause of changes in the facts and cir-
cumstances of A’s operations, in 1957 oper-
ating mineral interests Nos. 1, 2, and 3 be-
came a part of one operating unit and Nos. 4,
5, and 6 became a part of another operating
unit. Notwithstanding the change in oper-
ations, the election made by A shall con-
tinue to be binding unless consent to change
such election is obtained from the Commis-
sioner.

(iii) Invalid additions. The term addi-
tions refers to the additions that a tax-
payer makes by electing to aggregate
an operating mineral interest with an
aggregation formed in a previous year.
Such additions will be invalid where
the taxpayer either elected to aggre-
gate an operating mineral interest
with an invalid basic aggregation or
elected to aggregate an operating min-
eral interest which is part of one oper-
ating unit with an aggregation of oper-
ating mineral interests which is a part
of another operating unit. An oper-
ating mineral interest which is
invalidly added to either a valid basic
aggregation or to an invalid basic ag-
gregation shall be considered as a sepa-
rate property unless consent is ob-
tained from the Commissioner to treat
such interest in a different manner.
The following are examples of invalid
additions:

Example 1. In 1953, taxpayer A owned six
operating mineral interests designated No. 1
through No. 6 and he continued to own and
operate such interests during 1954. He ac-
quired no other operating mineral interests
during that year. Nos. 1 through 3 formed
one operating unit and Nos. 4 through 6
formed another operating unit. In his return
for 1954, A incorrectly elected to aggregate
all six operating mineral interests into one
aggregation under section 614(b). In 1955, A
acquired and commenced development of op-
erating mineral interest No. 7 which is cor-
rectly a part of the operating unit of which
operating mineral interests Nos. 1, 2, and 3
are a part. A elected under section 614(b), for
the year 1955, to aggregate operating mineral
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interest No. 7 with the invalid basic aggrega-
tion composed of Nos. 1 through 6. Since op-
erating mineral interest No. 7 was aggre-
gated with an invalid basic aggregation, it is
an invalid addition and must be treated as a
separate property unless consent is obtained
from the Commissioner to treat it in a dif-
ferent manner.

Example 2. In 1953, taxpayer A owned nine
operating mineral interests designated No. 1
through No. 9. During 1954, he continued to
own and operate such interests and acquired
no other operating mineral interest. Inter-
ests No. 1 through No. 3 form one operating
unit, Nos. 4 through 6 form another oper-
ating unit, and Nos. 7 through 9 form a third
operating unit. For the year 1954, A elected
under section 614(b) to aggregate operating
mineral interests Nos. 1, 2, 3, and 4 into one
aggregation, to treat Nos. 5 and 6 as separate
properties, and to aggregate Nos. 7, 8, and 9
into another aggregation. Assume that in
1955 A acquired and commenced development
of operating mineral interest No. 10 which
was a part of the operating unit composed of
Nos. 1, 2, and 3. Assume further that he elect-
ed under section 614(b) to aggregate No. 10
with the aggregation composed of Nos. 7, 8,
and 9. This would be an invalid addition to a
valid basic aggregation since operating min-
eral interest No. 10 was not properly a part
of the operating unit formed by Nos. 7, 8, and
9. Therefore, interest No. 10 must be treated
as a separate property for 1955 and all subse-
quent taxable years unless consent is ob-
tained from the Commissioner to treat it in
a different manner. However, the valid basic
aggregation composed of interests Nos. 7
through 9 is not affected by the invalid addi-
tion of interest No. 10.

Example 3. Assume the same facts as in ex-
ample 2 except that A elected under section
614(b) in 1955 to aggregate No. 10 with the ag-
gregation of Nos. 1 through 4. This would
also be an invalid addition because the ag-
gregation composed of Nos. 1 through 4 is an
invalid basic aggregation since operating
mineral interest No. 4 is not a part of the op-
erating unit consisting of Nos. 1, 2, and 3.
Therefore, interest No. 10 must be treated as
a separate property for 1955 and all subse-
quent taxable years unless consent is ob-
tained from the Commissioner to treat such
interest in a different manner.

(e) Termination of election—(1) Taxable
years beginning after December 31, 1963,
in the case of oil and gas wells. In the
case of oil and gas wells, the election
provided for under section 614(b) and
paragraph (a) of this section to form an
aggregation of separate operating min-
eral interests shall not apply with re-
spect to any taxable year beginning
after December 31, 1963. In addition, if
a taxpayer treated certain separate op-

erating mineral interests in a single
tract or parcel of land as separate rath-
er than as an aggregation and decides
to continue such treatment for taxable
years beginning after December 31,
1963, he must make an appropriate
election under section 614(b) as amend-
ed by the Revenue Act of 1964. See
§ 1.614–8.

(2) Taxable years beginning after De-
cember 31, 1957, in the case of mines. Ex-
cept in the case of oil and gas wells,
the election provided for under section
614(b) and paragraph (a) of this section
to form an aggregation of separate op-
erating mineral interests shall not
apply with respect to any taxable year
beginning after December 31, 1957.
Thus, if a taxpayer makes a binding
election under section 614(b) to form an
aggregation of separate operating min-
eral interests within an operating unit
for taxable years beginning before Jan-
uary 1, 1958, he must make a new elec-
tion for the first taxable year begin-
ning after December 31, 1957, under sec-
tion 614(c) within the time prescribed
in § 1.614–3 if he wishes to aggregate
any separate operating mineral inter-
ests within such operating unit. A new
election must be made under section
614(c) notwithstanding the fact that
the aggregation formed under section
614(b) would constitute a valid aggrega-
tion under section 614(c). Failure to
make such an election within the time
prescribed shall constitute an election
to treat each separate operating min-
eral interest within the operating unit
as a separate property for taxable
years beginning after December 31,
1957.

(3) Taxable years beginning before Jan-
uary 1, 1958, in the case of mines. An
election made under section 614(b) and
paragraph (a) of this section to form an
aggregation of separate operating min-
eral interests within a particular oper-
ating unit shall not apply with respect
to any taxable year beginning prior to
January 1, 1958, for which the taxpayer
makes an election under section
614(c)(3)(B) and paragraph (f)(2) of
§ 1.614–3 which is applicable to any sep-
arate operating mineral interest within
the same operating unit. The provi-
sions of this subparagraph may be il-
lustrated by the following examples:
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Example 1. In 1953, taxpayer A owned six
separate operating mineral interests, des-
ignated No. 1 through No. 6, which he oper-
ated as a unit. Operating mineral interests
Nos. 1 through 5 comprise a mine, and oper-
ating mineral interest No. 6 represents one
mineral deposit in a single tract of land
which is being extracted by means of two
mines. Taxpayer A previously made a bind-
ing election under section 614(b) to aggregate
operating mineral interests Nos. 1 through 5
and to treat operating mineral interest No. 6
as a separate property. Under section
614(c)(2) and (3)(B) taxpayer A makes an elec-
tion which is applicable for the taxable year
1954 and all subsequent taxable years to
treat operating mineral interest No. 6 as two
separate operating mineral interests. There-
fore, the previous election of taxpayer A to
aggregate operating mineral interests Nos. 1
through 5 under section 614(b) does not
apply. Unless taxpayer A also makes an elec-
tion to aggregate operating mineral inter-
ests Nos. 1 through 5 as one property under
section 614(c)(1) and (3)(B) within the time
prescribed in paragraph (f)(2) of § 1.614–3, he
shall be deemed to have made an election to
treat each of such interests as a separate
property for 1954 and all subsequent taxable
years.

Example 2. In 1953, taxpayer B owned six
separate operating mineral interests, des-
ignated No. 1 through No. 6, which he oper-
ated as a unit. Operating mineral interests
Nos. 1 through 3 comprise a mine and Nos. 4
through 6 comprise a second mine. Taxpayer
B previously made a binding election under
section 614(b) to aggregate operating mineral
interests Nos. 1 through 8 and to treat Nos.
4 through 6 as separate properties. Under
section 614(c) (1) and (3)(B) taxpayer B makes
an election which is applicable for the tax-
able year 1954 and all subsequent taxable
years to aggregate operating mineral inter-
ests Nos. 4 through 6 as one property. The
previous election of the taxpayer under sec-
tion 614(b) to aggregate operating mineral
interests Nos. 1 through 3 does not apply
even though such aggregation would con-
stitute a valid aggregation if formed under
section 614(c)(1). Therefore, if taxpayer B
wishes to continue to treat operating min-
eral interests Nos. 1 through 3 as one prop-
erty, he must also make an election to do so
under section 614(c) (1) and (3)(B) within the
time prescribed in paragraph (f)(2) of § 1.614–
3.

(4) Bases of separate operating mineral
interests. If an aggregation formed
under section 614(b) is terminated by
reason of the provisions of section
614(b)(4)(A), is terminated under sec-
tion 614(b)(4)(B) for any taxable year
after the first taxable year to which
the election under section 614(b) ap-

plies, or is terminated by reason of the
provisions of section 614(b) as amended
by the Revenue Act of 1964, the bases of
the separate operating mineral inter-
ests (and combinations thereof) in-
cluded in such aggregation shall be de-
termined in accordance with the rules
contained in paragraph (a)(2) of § 1.614–
6 as of the first day of the first taxable
year for which the termination is effec-
tive. However, if by reason of the provi-
sions of section 614(b)(4)(B), an election
to aggregate under section 614(b) does
not apply for any taxable year for
which such election was made, the
bases of the separate operating mineral
interests included in the aggregation
formed under section 614(b) shall be de-
termined without regard to the elec-
tion under section 614(b).

(f) Alternative treatment of separate op-
erating mineral interests in the case of oil
and gas wells. For rules relating to an
alternative treatment of separate oper-
ating mineral interests in the case of
oil and gas wells, see § 1.614–4.

[T.D. 6524, 26 FR 147, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13700, Oct. 28, 1965]

§ 1.614–3 Rules relating to separate op-
erating mineral interests in the
case of mines.

(a) Election to aggregate separate oper-
ating mineral interests—(1) General rule.
Except in the case of oil and gas wells,
a taxpayer who owns two or more sepa-
rate operating mineral interests, which
constitute part or all of the same oper-
ating unit, may elect under section
614(c)(1) and this paragraph to form an
aggregation of all such operating min-
eral interests which comprise any one
mine or any two or more mines and to
treat such aggregation as one property.
The aggregated property which results
from the exercise of such election shall
be considered as one property for all
purposes of subtitle A of the Code. The
preceding sentence does not preclude
the use of more than one account under
a single method of computing deprecia-
tion or the use of more than one meth-
od of computing depreciation under
section 167, if otherwise proper. Any
reasonable and consistently applied
method or methods of computing de-
preciation of the improvements made
with respect to the separate properties
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aggregated may be continued in ac-
cordance with section 167 and the regu-
lations thereunder. It is not necessary
for purposes of the aggregation that
the separate operating mineral inter-
ests be included in a single tract or
parcel of land or in contiguous tracts
or parcels of land so long as such inter-
ests constitute part or all of the same
operating unit. A taxpayer may elect
to form more than one aggregation of
separate operating mineral interests
within one operating unit so long as
each aggregation consists of all the
separate operating mineral interests
which comprise any one mine or any
two or more mines. Thus, no aggrega-
tion may include any separate oper-
ating mineral interest which is a part
of a mine without including all of the
separate operating mineral interests
which comprise such mine in the first
taxable year for which the election to
aggregate is effective. Any separate op-
erating mineral interest which be-
comes a part of such mine in a subse-
quent taxable year must also be in-
cluded in such aggregation as of the
taxable year that such interest be-
comes a part of such mine. The taxable
year in which such interest becomes a
part of such mine shall be determined
upon the basis of the facts and cir-
cumstances of the particular case. If a
taxpayer fails to make an election
under this paragraph to aggregate a
particular operating mineral interest
(other than an interest which becomes
a part of a mine with respect to which
the interests have been aggregated in a
prior taxable year) on or before the last
day prescribed for making such an elec-
tion, such interest shall be treated as if
an election had been made to treat it
as a separate property. A taxpayer may
not aggregate operating mineral inter-
ests and nonoperating mineral inter-
ests such as royalty interests. For defi-
nitions of the terms operating mineral
interest, operating unit, and mine, see re-
spectively paragraphs (c), (d), and (e) of
this section.

(2) Aggregation in subsequent taxable
years. If the taxpayer has made an elec-
tion under section 614(c)(1) for a par-
ticular taxable year with respect to
any operating mineral interest or in-
terests within a particular operating
unit, and if, for a subsequent taxable

year, the taxpayer desires to make an
election with respect to an additional
operating mineral interest within the
same operating unit, then whether or
not the taxpayer may elect to include
such additional interest in an aggrega-
tion or treat it as a separate property
depends upon the nature of such addi-
tional interest and of the taxpayer’s
previous elections. If the additional in-
terest is a part of a mine with respect
to which the other interests have been
aggregated, the additional interest
must be included in such aggregation.
If the additional interest is a part of a
mine with respect to which the other
interests have been treated as separate
properties, the additional interest
must be treated as a separate property.
If the additional interest is part of a
mine which previously consisted of
only a single interest which has not
been aggregated with any other mine,
such additional interest may be aggre-
gated or treated as a separate property.
If the additional interest is an entire
mine, it may, at the election of the
taxpayer, (i) be added to any aggrega-
tion within the same operating unit,
(ii) be aggregated with any other single
interest which is an entire mine pro-
vided both interests are within the
same operating unit even though such
single interest has previously been
treated as a separate property, or (iii)
be treated as a separate property.

(b) Election to treat a single operating
mineral interest as more than one prop-
erty—(1) General rule. Except in the
case of oil and gas wells, a taxpayer
who owns a separate operating mineral
interest in a mineral deposit in a single
tract or parcel of land may elect under
section 614(c)(2) and this paragraph to
treat such interest as two or more sep-
arate operating mineral interests if
such mineral deposit is being developed
or extracted by means of two or more
mines. In order for this election to be
applicable, there must be at least two
mines with respect to each of which an
expenditure for development or oper-
ation has been made by the taxpayer.
The election under section 614(c)(2)
may also be made with respect to a
separate operating mineral interest
formed by a previous election under
section 614(c)(2) at such time as the
mineral deposit previously allocated to
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such interest is being developed or ex-
tracted by means of two or more
mines. If there is more than one min-
eral deposit in a single tract or parcel
of land, an election under section
614(c)(2) with respect to any one of such
mineral deposits has no application to
the other mineral deposits. The elec-
tion under section 614(c)(2) may not be
made with respect to an aggregated
property or with respect to any oper-
ating mineral interest which is a part
of any aggregation formed by the tax-
payer unless the taxpayer obtains con-
sent from the Commissioner. Such con-
sent will not be granted where the
principal purpose for the request to
make the election is based on tax con-
sequences. Application for such con-
sent shall be made in writing to the
Commissioner of Internal Revenue,
Washington, DC 20224. The application
must be accompanied by a statement
setting forth in detail the reason or
reasons for the request to exercise the
election with respect to an aggregated
property.

(2) Allocation of mineral deposit. If the
taxpayer elects to treat a separate op-
erating mineral interest in a mineral
deposit in a single tract or parcel of
land as more than one separate oper-
ating mineral interest, then all of such
mineral deposit therein and all of the
portion of the tract or parcel of land
allocated thereto must be allocated to
the newly formed separate operating
mineral interests. A portion of such
mineral deposit and such tract or par-
cel of land must be allocated to each
such newly formed separate operating
mineral interest. There must be at
least one mine, with respect to which
an expenditure for development or op-
eration has been made by the taxpayer,
with respect to each such portion. The
extent of the portion to be allocated to
each newly formed separate operating
mineral interest is to be determined
upon the basis of the facts and cir-
cumstances of the particular case.

(3) Basis of newly formed separate oper-
ating mineral interests. The adjusted
basis of each of the separate operating
mineral interests formed by the mak-
ing of the election under section
614(c)(2) shall be determined by appor-
tioning the adjusted basis of the sepa-
rate operating mineral interest with

respect to which such election was
made between (or among) the newly
formed separate operating mineral in-
terests in the same proportion as the
fair market value of each such newly
formed interest (as of the date on
which the election becomes effective)
bears to the total fair market value of
the interest with respect to which the
election was made as of such date.

(4) Aggregation of newly formed sepa-
rate operating mineral interests. Any sep-
arate operating mineral interest
formed by the making of the election
under section 614(c)(2) may be included
as a part of an aggregation subject to
the requirements of paragraph (a) of
this section, provided that the time for
making the election under section
614(c)(1) to include such separate oper-
ating mineral interest in such aggrega-
tion has not expired. See paragraph (f)
of this section. The provisions of this
subparagraph may be illustrated by the
following example:

Example. In 1958, taxpayer A acquired two
separate operating mineral interests des-
ignated No. 1 and No. 2. Each is an interest
in a single mineral deposit in a single tract
of land. In the same year, taxpayer A made
his first development expenditure with re-
spect to a mine on operating mineral inter-
est No. 1 and a mine on operating mineral in-
terest No. 2. Operating mineral interests
Nos. 1 and 2 are operated as a unit. Taxpayer
A did not elect to aggregate operating min-
eral interests Nos. 1 and 2 under section
614(c)(1) within the time prescribed for mak-
ing such an election. In 1960 taxpayer A
made his first development expenditure with
respect to a second mine on operating min-
eral interest No. 2. Taxpayer A elected under
section 614(c)(2) to treat operating mineral
interest No. 2 as two separate operating min-
eral interests, designated as Nos. 2(a) and
2(b), for the taxable year 1960 and all subse-
quent taxable years. No. 2(a) contained the
mine for which the first development ex-
penditure was made in 1958, and No. 2(b) con-
tained the mine for which the first develop-
ment expenditure was made in 1960. If tax-
payer A wishes to do so, he may elect to ag-
gregate mineral interests Nos. 1 and 2(b)
under section 614(c)(1) for the taxable year
1960 and all subsequent taxable years since
the first development expenditure with re-
spect to the mine on operating mineral in-
terest No. 2(b) was made during the taxable
year 1960. Taxpayer A may not elect to ag-
gregate mineral interests Nos. 1 and 2(a)
under such section since the time for making
such an election has expired.

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00471 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



472

26 CFR Ch. I (4–1–01 Edition)§ 1.614–3

(c) Operating mineral interest defined.
For the definition of the term operating
mineral interest as used in this section,
see paragraph (b) of § 1.614–2.

(d) Operating unit defined. For the def-
inition of the term operating unit as
used in this section, see paragraph (c)
of § 1.614–2.

(e) Mine defined. For purposes of this
section, the term mine means any exca-
vation or other workings or series of
related excavations or related work-
ings, as the case may be, for the pur-
pose of extracting any known mineral
deposit except oil and gas deposits. For
the purpose of the preceding sentence,
the term excavations or workings in-
cludes quarries, pits, shafts, and wells
(except oil and gas wells). The number
of excavations or workings that con-
stitute a mine is to be determined upon
the basis of the facts and cir-
cumstances of the particular case such
as the nature and position of the min-
eral deposit or deposits, the method of
mining the mineral, the location of the
excavations or other workings in rela-
tion to the mineral deposit or deposits,
and the topography of the area. The de-
termination of the taxpayer as to the
composition of a mine is to be accepted
unless there is a clear and convincing
basis for a change in such determina-
tion.

(f) Manner and scope of election—(1)
Election to apply section 614(c) (1) and (2)
for taxable years beginning after Decem-
ber 31, 1957. Except as provided in sub-
paragraphs (2) and (3) of this para-
graph, the election under section
614(c)(1) and paragraph (a) of this sec-
tion to treat an operating mineral in-
terest as part of an aggregation shall
be made under section 614(c)(3)(A) not
later than the time prescribed by law
for filing the taxpayer’s income tax re-
turn (including extensions thereof) for
whichever of the following taxable
years is the later:

(i) The first taxable year beginning
after December 31, 1957, or

(ii) The first taxable year in which
any expenditure for development or op-
eration in respect of the separate oper-
ating mineral interest is made by the
taxpayer after the acquisition of such
interest.
Except as provided in subparagraphs (2)
and (3) of this paragraph, the election

under section 614(c)(2) and paragraph
(b) of this section to treat a single op-
erating mineral interest as more than
one operating mineral interest shall be
made under section 614(c)(3)(A) not
later than the time prescribed by law
for filing the taxpayer’s income tax re-
turn (including extensions thereof) for
whichever of the following taxable
years is the later:

(iii) The first taxable year beginning
after December 31, 1957, or

(iv) The first taxable year in which
expenditures for development or oper-
ation of more than one mine in respect
of the separate operating mineral in-
terest are made by the taxpayer after
the acquisition of such interest.
However, if the latest time at which an
election may be made under this sub-
paragraph falls on or before May 1,
1961, such election may be made or
modified at any time on or before May
1, 1961. See paragraph (c) of § 1.614–6 as
to the binding effect of an election
where the basis of a separate operating
mineral interest in the hands of the
taxpayer is determined by reference to
the basis in the hands of a transferor.

(2) Election to apply section 614(c) (1)
and (2) for taxable years beginning before
January 1, 1958. In accordance with sec-
tion 614(c)(3)(B), the election under sec-
tion 614(c) (1) and paragraph (a) of this
section to treat an operating mineral
interest as part of an aggregation may,
at the election of the taxpayer, be
made not later than the time pre-
scribed by law for filing the taxpayer’s
income tax return (including exten-
sions thereof) for whichever of the fol-
lowing taxable years is the later:

(i) The first taxable year beginning
after December 31, 1953, and ending
after August 16, 1954, for which assess-
ment of a deficiency or credit or refund
of an overpayment, as the case may be,
resulting from an election under sec-
tion 614(c)(1), is not prevented on Sep-
tember 2, 1958, by the operation of any
law or rule of law, or

(ii) The first taxable year in which
any expenditure for development or op-
eration in respect of the separate oper-
ating mineral interest is made by the
taxpayer after the acquisition of such
interest.
In accordance with section 614(c) (3)(B),
the election under section 614(c)(2) and
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paragraph (b) of this section to treat
an operating mineral interest as more
than one operating mineral interest
may, at the election of the taxpayer, be
made not later than the time pre-
scribed by law for filing the taxpayer’s
income tax return (including exten-
sions thereof) for whichever of the fol-
lowing taxable years is the later:

(iii) The first taxable year beginning
after December 31, 1953, and ending
after August 16, 1954, for which assess-
ment of a deficiency or credit or refund
of an overpayment, as the case may be,
resulting from an election under sec-
tion 614(c)(2), is not prevented on Sep-
tember 2, 1958, by the operation of any
law or rule of law, or

(iv) The first taxable year in which
expenditures for development or oper-
ation of more than one mine in respect
of the separate operating mineral in-
terest are made by the taxpayer after
the acquisition of such interest.
However, if the latest time at which an
election may be made under this sub-
paragraph falls on or before May 1,
1961, such election may be made or
modified at any time on or before May
1, 1961. See paragraph (c) of § 1.614–6 as
to the binding effect of an election
where the basis of a separate operating
mineral interest in the hands of the
taxpayer is determined by reference to
the basis in the hands of a transferor.

(3) Limitation. If the taxpayer makes
an election under section 614(c) (1) or
(2) in accordance with section
614(c)(3)(B) and subparagraph (2) of this
paragraph with respect to any oper-
ating mineral interest which con-
stitutes part or all of an operating
unit, such taxpayer may not make any
election under section 614(c) (1) or (2) in
accordance with section 614(c)(3)(A)
and subparagraph (1) of this paragraph
with respect to any operating mineral
interest which constitutes part or all
of such operating unit. The provisions
of this subparagraph may be illustrated
by the following example:

Example: In 1953, taxpayer A owned six sep-
arate operating mineral interests, des-
ignated No. 1 through No. 6, which he oper-
ated as a unit. Operating mineral interests
Nos. 1 through 5 comprise a mine, and oper-
ating mineral interest No. 6 represents one
mineral deposit in a single tract of land
which is being extracted by means of two

mines. In accordance with section
614(c)(3)(B) and subparagraph (2) of this para-
graph, taxpayer A elects under section
614(c)(2) to treat operating mineral interest
No. 6 as two separate operating mineral in-
terests for the taxable year 1954 and all sub-
sequent taxable years. Unless taxpayer A
also makes an election under section
614(c)(1) to aggregate operating mineral in-
terests Nos. 1 through 5 for the taxable year
1954 and all subsequent taxable years in ac-
cordance with section 614(c)(3)(B) and sub-
paragraph (2) of this paragraph, he shall be
deemed to have made an election to treat
each of such interests as a separate property.
Taxpayer A may not elect, under section
614(c) (1) and (3)(A), to aggregate operating
mineral interests Nos. 1 through 5 for the
taxable year 1958 or any subsequent taxable
year.

(4) Statute of limitations. If the tax-
payer makes any election in accord-
ance with section 614(c)(3)(B) and sub-
paragraph (2) of this paragraph and if
assessment of any deficiency for any
taxable year resulting from such elec-
tion is prevented on May 1, 1961, or at
any time within one year after such
first day, by the operation of any law
or rule of law, such assessment may,
nevertheless, be made within one year
after May 1, 1961. Any election by a
taxpayer in accordance with section
614(c)(3)(B) shall constitute consent to
the assessment of any deficiency re-
sulting from any such election. If re-
fund or credit of any overpayment of
income tax resulting from any election
made in accordance with section
614(c)(3)(B) is prevented on May 1, 1961,
or at any time within one year after
May 1, 1961, by the operation of any law
or rule of law, refund or credit of such
overpayment may, nevertheless, be
made or allowed but only if claim
therefor is filed within one year after
May 1, 1961. This subparagraph shall
not apply with respect to any taxable
year of a taxpayer for which an assess-
ment of a deficiency resulting from an
election made in accordance with sec-
tion 614(c)(3)(B) or a refund or credit of
an overpayment resulting from any
such election, as the case may be, is
prevented by the operation of any law
or rule of law on September 2, 1958.

(5) Elections—how made—(i) General
rule. Except as provided in subdivision
(ii) of this subparagraph, an election
under section 614(c) (1) or (2) and para-
graph (a) or (b) of this section must be
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made by a statement attached to the
income tax return of the taxpayer for
the first taxable year for which the
election is made. The statement shall
contain the following information:

(a) Whether the taxpayer is making
an election or elections with respect to
the operating unit in accordance with
section 614(c)(3) (A) or (B);

(b) A description of the operating
unit of the taxpayer in sufficient detail
to identify the operating mineral inter-
ests which are included within such op-
erating unit;

(c) A description of each aggregation
to be formed within the operating unit
in sufficient detail to show that each
aggregation consists of all the separate
operating mineral interests which com-
prise any one mine or any two or more
mines;

(d) A description of each separate op-
erating mineral interest within the op-
erating unit which is to be treated as a
separate property in sufficient detail to
show that such interest is not a part of
any mine for which an election to ag-
gregate has been made;

(e) The taxable year in which the
first expenditure for development or
operation was made by the taxpayer
with respect to each separate operating
mineral interest within the operating
unit, but if the first expenditure for de-
velopment or operation has not been
made with respect to a separate oper-
ating mineral interest before the close
of the taxable year for which the elec-
tion under this section is made, such
information should also be included;

(f) A description of each separate op-
erating mineral interest within the op-
erating unit which the taxpayer elects
to treat as more than one such interest
under section 614(c)(2) in sufficient de-
tail to show that the separate oper-
ating mineral interest was not a part
of an aggregation formed by the tax-
payer under section 614(c)(1) for any
taxable year prior to the taxable year
for which the election under section
614(c)(2) is made, and to show that the
mineral deposit representing the sepa-
rate operating mineral interest is being
developed or extracted by means of two
or more mines;

(g) The taxable year in which the
first expenditure for development or
operation was made by the taxpayer

with respect to each mine on the sepa-
rate operating mineral interest that
the taxpayer is electing to treat as
more than one such interest; and

(h) The allocation of the mineral de-
posit representing the separate oper-
ating mineral interest between (or
among) the newly formed interests and
the method by which such allocation
was made.
For the purpose of applying subdivi-
sions (e) and (g) of this subdivision, if
the first expenditure for development
or operation with respect to a separate
operating mineral interest or a mine
was made prior to the first taxable
year for which the election with re-
spect to such interest or mine is appli-
cable, the taxpayer may state that
such is the case in lieu of identifying
the exact taxable year in which such
first expenditure was made. In any case
where part of the information required
under this subdivision can be ade-
quately supplied by means of appro-
priately marked maps, the statement
may be accompanied by such maps and
may omit the required descriptive ma-
terial to the extent replaced by the
maps. The taxpayer shall maintain
adequate records and maps in support
of the above information. In the event
that the first expenditure for develop-
ment or operation with respect to a
separate operating mineral interest is
made by the taxpayer in a taxable year
subsequent to the taxable year for
which an election under this section
has been made with respect to the op-
erating unit of which such interest is a
part, the taxpayer shall furnish infor-
mation describing such interest in suf-
ficient detail to identify it as a part of
such operating unit, to show whether it
is a part of a mine with respect to
which the interests have previously
been aggregated or have previously
been treated as separate properties,
and to indicate whether it is to be in-
cluded within an aggregation.

(ii) Special rule. If the last day pre-
scribed by law for filing the taxpayer’s
income tax return (including exten-
sions thereof) for the first taxable year
for which an election under section
614(c) (1) or (2) is made falls before May
1, 1961, the statement of election or
modification thereof for such taxable
year must be filed on or before May 1,
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1961, with the district director for the
district in which such return was filed.
The statement must contain the infor-
mation as required in subdivision (i) of
this subparagraph, must indicate the
first taxable year for which the elec-
tion contained therein is made, and
shall be accompanied by an amended
return or returns if necessary or, if ap-
propriate, a claim for refund or credit.

(6) Elections; when effective. If the tax-
payer has elected to form an aggrega-
tion under section 614(c)(1) and this
section, the date on which the aggrega-
tion becomes effective is the first day
of the first taxable year for which the
election is made; except that if any
separate operating mineral interest in-
cluded in such aggregation was ac-
quired after such first day, the date on
which the inclusion of such interest in
such aggregation becomes effective is
the date of its acquisition. If the tax-
payer elects to add another operating
mineral interest to such aggregation
for a subsequent taxable year, the date
on which aggregation of the additional
interest becomes effective is the first
day of such subsequent taxable year or
the date of acquisition of such interest,
whichever is later. If an operating min-
eral interest is required to be included
in the aggregation for a subsequent
taxable year because such interest be-
comes a part of a mine which the tax-
payer has previously elected to aggre-
gate, the date on which the inclusion of
such interest in the aggregation be-
comes effective is the first day of the
subsequent taxable year or the date of
acquisition of such interest, whichever
is later. If the taxpayer has elected to
treat a separate operating mineral in-
terest as more than one such interest,
the date on which the election becomes
effective is the first day of the first
taxable year for which the election is
made or the earliest date on which the
first expenditure for development or
operation has been made by the tax-
payer with respect to a mine on each
newly formed separate operating min-
eral interest, whichever is later.

(7) Elections; binding effect. A valid
election under section 614(c) (1) or (2)
whether made in accordance with sec-
tion 614(c)(3) (A) or (B) shall be binding
upon the taxpayer for the taxable year
for which made and for all subsequent

taxable years unless consent to change
the treatment of an operating mineral
interest with respect to which an elec-
tion has been made is obtained from
the Commissioner. For rules relating
to the binding effect of an election
where the basis of a separate or an ag-
gregated property in the hands of the
transferee is determined by reference
to the basis in the hands of the trans-
feror, see paragraph (c) of § 1.614–6. A
taxpayer can neither include within an
aggregation a separate operating min-
eral interest which he has previously
elected to treat as a separate property,
nor exclude from an aggregation a sep-
arate operating mineral interest which
he has properly elected to include with-
in such aggregation unless consent to
do so is obtained from the Commis-
sioner. A change in tax consequences
alone is not sufficient to obtain con-
sent to change the treatment of an op-
erating mineral interest. However, con-
sent may be appropriate where, for ex-
ample, there has been a substantial
change in the taxpayer’s operations so
that a major part of an aggregation be-
comes a part of another operating unit.
Applications for consent shall be made
in writing to the Commissioner of In-
ternal Revenue, Washington, DC 20224.
The application must be accompanied
by a statement indicating the reason
or reasons for the change and fur-
nishing the information required in
subparagraph (5)(i) of this paragraph,
unless such information has been pre-
viously filed and is current.

(8) Invalid aggregations—(i) General
rule. In addition to aggregations which
are invalid under this section because
of the failure to make timely elections,
aggregations may be invalid under this
section in situations which may be di-
vided into two general categories. The
first category involves invalid basic ag-
gregations. The second category in-
volves invalid additions to basic aggre-
gations.

(ii) Invalid basic aggregations. The
term invalid basic aggregations refers to
aggregations which are initially in-
valid. Generally, a basic aggregation is
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initially invalid because it does not in-
clude all the separate operating min-
eral interests which comprise a com-
plete mine or mines or because it in-
cludes separate operating mineral in-
terests which are not part of the same
operating unit. If the taxpayer makes
an invalid basic aggregation, each of
the separate operating mineral inter-
ests included in such aggregation shall
be treated as a separate property for
the first taxable year for which the
election is made and for all subsequent
taxable years unless consent is ob-
tained from the Commissioner to treat
any such interest in a different man-
ner. Consent will be granted in appro-
priate cases. For example, assume that
the taxpayer elects to form an aggrega-
tion of the operating mineral interests
which comprise one or more complete
mines. If the taxpayer demonstrates
that he inadvertently failed to include
a minor part of one of the aggregated
mines or inadvertently included a
minor part of another mine that is not
a part of the aggregation, consent will
ordinarily be granted to maintain the
aggregation by including the part
omitted or by excluding the part in-
cluded. The provisions of this subdivi-
sion may be illustrated by the fol-
lowing examples:

Example 1. In 1958, taxpayer A owned ten
operating mineral interests, designated No. 1
through No. 10, which he operated as a unit.
Interests Nos. 1 through 5 comprised mine X,
and interests Nos. 6 through 10 comprised
mine Y. Taxpayer A had made his first devel-
opment expenditure with respect to each of
the ten interests before January 1, 1958. Tax-
payer A elected under section 614(c) (1) and
(3)(A) to aggregate interests Nos. 1 through 8
for 1958 and all subsequent taxable years.
The aggregation formed by taxpayer A is an
invalid basic aggregation because it does not
include all the operating mineral interests
which comprise a complete mine or mines.
Therefore, interests Nos. 1 through 8 must be
treated as separate properties for 1958 and all
subsequent taxable years unless consent is
obtained from the Commissioner to treat
any of such interests in a different manner.

Example 2. In 1958, taxpayer B owned ten
operating mineral interests designated No. 1
through No. 10. Interests Nos. 1 through 5
comprised mine X, and interests Nos. 6
through 10 comprised mine Y. Taxpayer B
had made his first development expenditure
with respect to each of the ten interests be-
fore January 1, 1958. Taxpayer B elected
under section 614(c) (1) and (3)(A) to aggre-

gate interests Nos. 1 through 10 for 1958 and
all subsequent taxable years. Upon audit, it
was determined that mines X and Y were in
two separate operating units. Therefore, the
aggregation formed by taxpayer B is invalid,
and interests Nos. 1 through 10 must be
treated as separate properties for 1958 and all
subsequent taxable years unless consent is
obtained from the Commissioner to treat
any of such interests in a different manner.

(iii) Invalid additions. The term in-
valid addition refers to an operating
mineral interest which is invalidly ag-
gregated with an existing aggregation.
Generally, an addition is invalid be-
cause it is a part of a mine and is ag-
gregated with an aggregation which
does not include other interests which
are parts of the same mine, or because
it is in one operating unit and is in-
cluded as part of an aggregation which
is in another operating unit. If an in-
valid addition is properly a part of a
mine with respect to which other inter-
ests have been validly aggregated for a
taxable year prior to the first taxable
year for which the election to aggre-
gate the invalid addition is made, then
the invalid addition shall be included
in the aggregation of which it is prop-
erly a part for such first taxable year
and all subsequent taxable years. Any
other invalid addition shall be treated
as a separate property for the first tax-
able year for which the election to ag-
gregate such addition is made and for
all subsequent taxable years unless
consent is obtained from the Commis-
sioner to treat any such interest in a
different manner. The provisions of
this subdivision may be illustrated by
the following examples:

Example 1. In 1958, taxpayer A owned six
operating mineral interests, designated No. 1
through No. 6, which he operated as a unit.
Interests Nos. 1 through 3 comprised mine X,
and interests Nos. 4 through 6 comprised
mine Y. Taxpayer A had made his first devel-
opment expenditure with respect to each of
the six interests before January 1, 1958. Tax-
payer A elected under section 614(c) (1) and
(3)(A) to aggregate interests Nos. 1 through 3
for 1958 and all subsequent taxable years. He
elected to treat interests Nos. 4 through 6 as
separate properties for 1958 and all subse-
quent taxable years. In 1959, taxpayer A ac-
quired and made his first development ex-
penditure with respect to interest No. 7. In-
terest No. 7 was a part of the mine composed
of interests Nos. 4 through 6. Taxpayer A
elected under section 614(c) (1) and (3)(A) to
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aggregate interest No. 7 with the aggrega-
tion of interests Nos. 1 through 3 for 1959 and
all subsequent taxable years. Interest No. 7
is an invalid addition and must be treated as
a separate property for 1959 and all subse-
quent taxable years. It cannot be aggregated
with interests Nos. 4 through 6 since tax-
payer A has previously elected to treat such
interests as separate properties. However,
the valid basic aggregation composed of in-
terests Nos. 1 through 3 is not affected by the
invalid addition of interest No. 7.

Example 2. Assume the same facts as in ex-
ample 1 except that taxpayer A elected under
section 614(c) (1) and (3)(A) to aggregate in-
terests Nos. 1 through 3 as one aggregation
and interests Nos. 4 through 6 as another ag-
gregation for 1958 and all subsequent taxable
years. The aggregation of interest No. 7 with
the aggregation consisting of interests Nos. 1
through 3 constitutes an invalid addition. In-
terest No. 7 must be included in the aggrega-
tion consisting of interests Nos. 4 through 6
for 1959 and all subsequent taxable years.

Example 3. In 1958, taxpayer B owned three
operating mineral interests, designated No. 1
through No. 3, which comprised mine X. Tax-
payer B had made his first development ex-
penditure with respect to each of the three
interests before January 1, 1958. Taxpayer B
elected under section 614(c) (1) and (3)(A) to
aggregate interests Nos. 1 through 3 for 1958
and all subsequent taxable years. In 1959,
taxpayer B acquired interests Nos. 4 through
7 which comprised mine Y. Taxpayer B made
his first development expenditure with re-
spect to each of the four interests during
1959. Taxpayer B elected under section 614(c)
(1) and (3)(A) to aggregate interests Nos. 4
through 6 and to aggregate interest No. 7
with the aggregation consisting of interests
Nos. 1 through 3 for 1959 and all subsequent
taxable years. The aggregation consisting of
interests Nos. 4 through 6 is an invalid basic
aggregation, and the aggregation of interest
No. 7 is an invalid addition. Interests Nos. 4
through 7 must be treated as separate prop-
erties for 1959 and all subsequent taxable
years unless consent is obtained from the
Commissioner to treat such interests in a
different manner.

(g) Special rule as to deductions under
section 615(a) prior to aggregation—(1)
General rule. If an aggregation of oper-
ating mineral interests under section
614(c)(1) and paragraph (a) of this sec-
tion includes any interest or interests
in respect of which exploration expend-
itures, paid or incurred after the acqui-
sition of such interest or interests,
were deducted by the taxpayer under
section 615(a) for any taxable year
which precedes the date on which such
aggregation becomes effective, then

the tax imposed by chapter 1 of the
Code for the taxable year or years in
which such exploration expenditures
were so deducted shall be recomputed
in accordance with the rules contained
in this paragraph. If an operating min-
eral interest is added to such aggrega-
tion for a subsequent taxable year and
exploration expenditures made with re-
spect to such interest after its acquisi-
tion were deducted by the taxpayer
under section 615(a) for any taxable
year which precedes the date on which
the aggregation of such additional in-
terest becomes effective, then the tax
imposed by chapter 1 of the Internal
Revenue Code of 1954 for the taxable
year or years in which such exploration
expenditures were so deducted shall be
recomputed. For purposes of this para-
graph, such taxable year or years shall
be referred to as the taxable year or
years for which a recomputation is re-
quired to be made. See paragraph (f)(6)
of this section for rules relating to the
date on which an aggregation becomes
effective or the date on which the ag-
gregation of an additional interest to
an aggregation becomes effective. See
subparagraph (3) of this paragraph for
rules relating to the method of re-
computation of tax. The provisions of
this subparagraph may be illustrated
by the following examples:

Example 1. In 1954, taxpayer A owned two
operating mineral interests designated Nos. 1
and 2. Interest No. 1 was in the production
stage prior to 1954. The first exploration ex-
penditures with respect to interest No. 2
were made by taxpayer A in 1954 and were
deducted under section 615(a) on his return
for that year. In 1955, taxpayer A made his
first development expenditure with respect
to interest No. 2, and thereafter it was oper-
ated with interest No. 1 as a unit. Taxpayer
A elected under section 614(c) (1) and (3)(B)
to form an aggregation of interests Nos. 1
and 2 for 1955 and all subsequent taxable
years. Taxpayer A must recompute his tax
for 1954 in accordance with this paragraph.

Example 2. Assume the same facts as in ex-
ample 1 except that, in 1957, taxpayer A ac-
quired another operating mineral interest,
designated No. 3, made his first exploration
expenditures with respect to such interest in
that year, and deducted such expenditures
under section 615(a) on his return for that
year. In 1958, taxpayer A made his first de-
velopment expenditure with respect to inter-
est No. 3. Interest No. 3 was part of the same
operating unit as interests Nos. 1 and 2. Tax-
payer A elected under section 614(c) (1) and
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(3)(B) to add interest No. 3 to his aggregation
of interests Nos. 1 and 2 for 1958 and all sub-
sequent taxable years. Taxpayer A must re-
compute his tax for 1957 in accordance with
this paragraph.

(2) Exceptions—(i) Taxable years begin-
ning before January 1, 1958. In the case
of exploration expenditures deducted
by the taxpayer with respect to an op-
erating mineral interest for any tax-
able year beginning before January 1,
1958, subparagraph (1) of this paragraph
shall apply only if the taxpayer has
made an election under section 614(c)
(1) or (2) with respect to the operating
unit of which such interest is a part
and such election applies to the taxable
year for which such exploration ex-
penditures were deducted. Thus, if the
taxpayer does not make an election
with respect to the operating unit
under section 614(c) (1) or (2) and (3)(B),
subparagraph (1) of this paragraph does
not apply in the case of exploration ex-
penditures deducted with respect to
any operating mineral interest which
is a part of such operating unit for any
taxable year beginning before January
1, 1958. The provisions of this subdivi-
sion may be illustrated by the fol-
lowing examples:

Example 1. In 1956, taxpayer A acquired two
operating mineral interests designated Nos. 1
and 2. Interest No. 1 was in the production
stage at that time. Taxpayer A made his
first exploration expenditures with respect
to interest No. 2 in 1956, 1957, and 1958 and de-
ducted such expenditures under section
615(a) on his returns for such years. In 1959,
taxpayer A made his first development ex-
penditure with respect to interest No. 2. In-
terests Nos. 1 and 2 were operated as a unit.
Taxpayer A elected under section 614(c) (1)
and (3)(A) to aggregate interests Nos. 1 and 2
for 1959 and all subsequent taxable years.
Only the exploration expenditures deducted
by the taxpayer for 1958 must be taken into
account for purposes of applying subpara-
graph (1) of this paragraph.

Example 2. In 1954, taxpayer B owned two
operating mineral interests, designated Nos.
1 and 2, which he operated as a unit. Interest
No. 1 was in the production stage at that
time, and interest No. 2 represented one min-
eral deposit in a single tract of land which
was being extracted by means of two mines.
Under section 614(c) (2) and (3)(B), taxpayer B
elects to treat interest No. 2 as two separate
operating mineral interests, designated as
Nos. 2(a) and 2(b), for 1954 and all subsequent
taxable years. In 1955, taxpayer B acquired
operating mineral interest No. 3. He made

his first exploration expenditures with re-
spect to interest No. 3 in 1955, 1956, and 1957
and deducted such expenditures under sec-
tion 615(a) on his returns for such years. In
1958, taxpayer B made his first development
expenditure with respect to interest No. 3,
and thereafter it was operated with interests
Nos. 1, 2(a), and 2(b) as a unit. Taxpayer B
elects under section 614(c) (1) and (3)(B) to
aggregate interests Nos. 1 and 3 for 1958 and
all subsequent taxable years. The explo-
ration expenditures deducted by the tax-
payer for 1955, 1956, and 1957 must be taken
into account for purposes of applying sub-
paragraph (1) of this paragraph since the tax-
payer has made an election under section
614(c)(2) with respect to the operating unit of
which interest No. 3 is a part and such elec-
tion applies to the taxable years 1955, 1956,
and 1957.

(ii) Interests formed pursuant to an
election under section 614(c)(2). In the
case of exploration expenditures de-
ducted with respect to an operating
mineral interest which the taxpayer
elects to treat as more than one such
interest under section 614(c)(2) and
paragraph (b) of this section, subpara-
graph (1) of this paragraph shall not
apply. Thus, if the taxpayer deducts ex-
ploration expenditures with respect to
an operating mineral interest, subse-
quently elects to treat such interest as
more than one interest under section
614(c)(2), and includes one of the newly
formed interests in an aggregation
under section 614(c)(1), subparagraph
(1) of this paragraph does not apply in
the case of the exploration expendi-
tures deducted with respect to the in-
terest which the taxpayer elected to
treat as more than one interest. The
provisions of this subdivision may be
illustrated by the following examples:

Example 1. In 1958, taxpayer A acquired two
operating mineral interests, designated Nos.
1 and 2, which he operated as a unit. Each in-
terest was an interest in a single mineral de-
posit in a single tract or parcel of land.
There was a mine in the production stage of
each of two interests at that time. Taxpayer
A elected under section 614(c)(1)(B) to treat
interests Nos. 1 and 2 as separate properties.
In 1959 and 1960, taxpayer A made explo-
ration expenditures with respect to interest
No. 2 for the purpose of extracting the min-
eral by means of a second mine, and he de-
ducted such expenditures on his returns for
such years. In 1961, taxpayer A made his first
development expenditure with respect to a
second mine on interest No. 2. Taxpayer A
elected under section 614(c)(2) to treat inter-
est No. 2 as two separate operating mineral
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interests, designated as Nos. 2(a) and 2(b), for
1961 and all subsequent taxable years. Inter-
est No. 2(a) contained the producing mine
and interest No. 2(b) contained the subse-
quently developed mine. In his return for
1961, taxpayer A also elected under section
614(c)(1)(A) to aggregate interests Nos. 1 and
2(b) for 1961 and all subsequent taxable years.
The exploration expenditures deducted with
respect to interest No. 2 prior to the effec-
tive date of the formation of interests Nos.
2(a) and 2(b) need not be taken into account
for purposes of applying subparagraph (1) of
this paragraph.

Example 2. In 1954, taxpayer B owned two
operating mineral interests designated Nos. 1
and 2. Interest No. 1 was an interest in a sin-
gle mineral deposit in a single tract of land
which was being extracted by means of two
mines. Taxpayer B elected under section
614(c) (2) and (3)(B) to treat interest No. 1 as
two separate operating mineral interests,
designated as Nos. 1(a) and 1(b), for 1954 and
all subsequent taxable years. In 1955, 1956,
and 1957, taxpayer B made exploration ex-
penditures with respect to interest No. 2 and
deducted such expenditures on his returns
for such years. In 1958, taxpayer B made his
first development expenditure with respect
to interest No. 2, and, on his return for that
year, taxpayer B elected to aggregate inter-
ests Nos. 1(a) and 2 under section 614(c)(1) for
1958 and all subsequent taxable years. The
exploration expenditures deducted with re-
spect to interest No. 2 for 1955, 1956, and 1957
shall be taken into account for purposes of
applying subparagraph (1) of this paragraph
since such exploration expenditures were de-
ducted with respect to an interest to which
this subdivision does not apply.

(3) Recomputation of tax—(i) General
rule. In the case of an aggregation
formed under section 614(c)(1) and para-
graph (a) of this section in respect of
which a recomputation of tax is re-
quired to be made under the provisions
of subparagraphs (1) and (2) of this
paragraph for any taxable year or
years, the tax imposed by chapter 1 of
the Internal Revenue Code of 1954 shall
be recomputed for each such taxable
year as if:

(a) The taxpayer had elected to form
an aggregation for the taxable year for
which the recomputation is required to
be made, and

(b) Such aggregation had included all
the interests included in the aggrega-
tion formed under section 614(c)(1) ex-
cept those interests which the taxpayer
did not own during the taxable year for
which the recomputation is required to
be made and those interests in respect

of which the taxpayer had made no ex-
penditures for exploration, develop-
ment, or operation before or during the
taxable year for which the recomputa-
tion is required to be made.

If a recomputation of tax is required to
be made for any taxable year in the
case of the aggregation of an additional
interest to an existing aggregation
under section 614(c)(1), such recompu-
tation shall be made as if:

(c) The taxpayer had elected to form
an aggregation for the taxable year for
which the recomputation is required to
be made, and

(d) Such aggregation had included all
the interests included in the aggrega-
tion formed under section 614(c)(1) (in-
cluding any interest which the tax-
payer had disposed of prior to the date
on which the aggregation of the addi-
tional interest becomes effective) ex-
cept those interests which the taxpayer
did not own during the taxable year for
which the recomputation is required to
be made and those interests in respect
of which the taxpayer had made no ex-
penditures for exploration, develop-
ment, or operation before or during the
taxable year for which the recomputa-
tion is required to be made.

For purposes of this paragraph, any ag-
gregation which is treated as having
been formed under subdivisions (a) and
(b) or under subdivisions (c) and (d)
shall be referred to as the constructed
aggregated property.

(ii) Recomputation of depletion allow-
ance. The taxpayer shall compute the
depletion allowance with respect to the
constructed aggregated property for
the taxable year for which the re-
computation is required to be made. In
making this computation, cost deple-
tion for such taxable year shall be com-
puted with reference to the depletion
unit for the constructed aggregated
property. See paragraph (a) of § 1.611–2.
Percentage depletion for such taxable
year shall not exceed 50 percent of the
taxable income from the constructed
aggregated property computed in ac-
cordance with § 1.613–5. If a recomputa-
tion is required to be made for the
same taxable year with respect to any
other aggregation or aggregations
formed by the taxpayer under section
614(c)(1), the depletion allowance with
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respect to the other constructed aggre-
gated property or properties shall be
similarly computed. If, for a taxable
year in respect of which a recomputa-
tion is required, the sum of the deple-
tion allowance or allowances as com-
puted under this subdivision is less
than the sum of the depletion allow-
ance or allowances actually deducted
for such taxable year with respect to
all the properties required to be taken
into account in making the computa-
tion under this subdivision, then the
total depletion allowance deducted by
the taxpayer for such taxable year
shall be reduced by the difference. The
taxable income or net operating loss of
the taxpayer for such taxable year
shall be adjusted to reflect such reduc-
tion for purposes of the recomputation
of tax. However, if for a taxable year in
respect of which a recomputation is re-
quired, the sum of the depletion allow-
ance or allowances as computed under
this subdivision exceeds the sum of the
depletion allowance or allowances ac-
tually deducted for such taxable year
with respect to all the properties re-
quired to be taken into account in
making the computation under this
subdivision, the recomputation of tax
for such taxable year is disregarded for
purposes of applying section 614(c)(4)
(B), (C), and (D).

(iii) Effect of recomputation with re-
spect to items based on amount of income.
In making the recomputation of tax
under this subparagraph for any tax-
able year, any deduction, credit, or
other allowance which is based upon
the adjusted gross income or taxable
income of the taxpayer for such year
shall be recomputed taking into ac-
count the adjustment required under
subdivision (ii) of this subparagraph.
For example, if a corporate taxpayer’s
taxable income is increased under the
provisions of such subdivision, then the
amount of charitable contributions
which may be deducted under the limi-
tation contained in section 170(b)(2)
shall be correspondingly increased for
purposes of the recomputation. More-
over, the effect that the recomputation
of any deduction, credit, or other al-
lowance for a taxable year has on the
tax imposed for any other taxable year
shall also be taken into account for
purposes of the recomputation of tax

under this subparagraph. Any change
in items of tax preferences (as defined
in section 57 and the regulations there-
under) must also be taken into account
for purposes of the recomputation
under this subparagraph.

(iv) Effect of recomputation with re-
spect to a net operating loss and a net op-
erating loss deduction. If the recomputa-
tion of tax under this subparagraph for
the taxable year for which the re-
computation is required to be made re-
sults in a reduction of a net operating
loss for such year, then the taxpayer
shall take into account the effect of
such reduction on the tax imposed by
chapter I of the Internal Revenue Code
of 1954 (or by corresponding provisions
of the Internal Revenue Code of 1939)
for any taxable year affected by such
reduction. If the recomputation of tax
for the taxable year for which the re-
computation is required to be made re-
sults in an increase in taxable income
as defined in section 172(b)(2) for such
year, then the taxpayer shall take into
account the effect of such increase on
the tax imposed by chapter I of the In-
ternal Revenue Code of 1954 (or by cor-
responding provisions of the Internal
Revenue Code of 1939) for any taxable
year affected by such increase. Fur-
thermore, in making the recomputa-
tion of tax for any taxable year for
which the recomputation is required to
be made, the taxpayer shall take into
account any change in the net oper-
ating loss deduction for such year re-
sulting from the recomputation of tax
for any other taxable year for which a
recomputation is required to be made.
For provisions relating to the net oper-
ating loss deduction, see section 172
and the regulations thereunder. For
rules relating to the effect of the net
operating loss deduction on the min-
imum tax for tax preferences see sec-
tion 56 and the regulations thereunder
and § 1.58–7.

(v) Determination of increase in tax. If
the taxpayer elects to form an aggrega-
tion or aggregations for a taxable year
under section 614(c)(1) and if a re-
computation of tax is required to be
made under this paragraph for any
prior taxable year or years, then the
taxpayer shall compute the difference
between the tax, including the tax im-
posed by section 56 (relating to the
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minimum tax for tax preferences), as
recomputed under this subparagraph
for such prior taxable year or years
(and other taxable years affected by
the recomputation) and the tax liabil-
ity previously determined (computed
without regard to section 614(c)(4))
with respect to such prior taxable year
or years (and other taxable years af-
fected by the recomputation). If the
taxpayer is subsequently required to
make a recomputation with respect to
any taxable year or years for which he
has previously made a recomputation,
then the taxpayer shall compute the
difference between the tax as subse-
quently recomputed for such taxable
year or years (and other taxable years
affected by the subsequent recomputa-
tion) and the tax as previously recom-
puted for such taxable year or years
(and other taxable years affected by
the subsequent recomputation). For
treatment of the increase in tax result-
ing from the recomputation of tax
under this subparagraph, see subpara-
graph (4) of this paragraph.

(4) Treatment of increase in tax—(i)
General rule. If the taxpayer elects to
form an aggregation or aggregations
for a taxable year under section
614(c)(1) and if a recomputation of tax
is required to be made for any prior
taxable year or years, then the total
increase in tax resulting from such re-
computation determined under sub-
paragraph (3)(v) of this paragraph shall
be taken into account in the first tax-
able year to which the election to form
such aggregation or aggregations is ap-
plicable and in each succeeding taxable
year until the full amount of such total
increase in tax has been taken into ac-
count. The number of taxable years
over which such total increase shall be
taken into account shall be equal to
the number of taxable years for which
a recomputation of tax is required to
be made under subparagraph (1) of this
paragraph as limited by subparagraph
(2) of this paragraph and for which such
recomputation results in a reduction of
the taxpayer’s depletion allowance
under subparagraph (3)(ii) of this para-
graph. The amount of the increase in
tax which is to be taken into account
in a taxable year is determined by di-
viding the total increase in tax by the
number of taxable years over which

such total increase is to be taken into
account. The tax imposed by chapter I
of the Code for each of the taxable
years over which the total increase in
tax is to be taken into account shall be
increased by the amount determined in
accordance with the preceding sen-
tence. However, such increase in tax
for each of such taxable years shall
have no effect upon the determination
of the amount of any credit against the
tax for any of such taxable years. For
example, the amount of such increase
shall not affect the computation of the
limitation on the foreign tax credit
under section 904. The amount of the
increase in tax which is required to be
taken into account by the taxpayer in
a particular taxable year under section
614(c)(4)(C) shall be treated as a tax im-
posed with respect to such taxable
years even though, without regard to
section 614(c)(4) and this paragraph,
such taxpayer would otherwise have no
tax liability for such taxable year.

(ii) Increase in tax not determinable as
of first taxable year of aggregation. If the
recomputation of tax under subpara-
graph (3) of this paragraph, for any tax-
able year or years prior to the first
taxable year to which the election to
form an aggregation or aggregations
under section 614(c)(1) applies, results
in a reduction of any net operating loss
carryover to a taxable year subsequent
to such first taxable year, then the
total increase in tax resulting from the
recomputation is not determinable as
of such first taxable year. In such case,
the total increase in tax shall be taken
into account in equal installments in
the first taxable year for which such
total increase is determinable and in
each succeeding taxable year for which
a portion of the increase in tax would
have been taken into account under
subdivision (i) of this subparagraph if
the total increase had been deter-
minable as of the first taxable year to
which the election to form the aggrega-
tion or aggregations under section
614(c)(1) applies. The provisions of this
subdivision may be illustrated by the
following example:

Example. Assume that taxpayer A elects
under section 614(c)(1) to form an aggrega-
tion for 1960 and all subsequent taxable
years. Assume further that taxpayer A is re-
quired to recompute his tax for four prior
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taxable years under subparagraphs (1) and (2)
of this paragraph and that the recomputa-
tion for each of such taxable years results in
a reduction of taxpayer A’s depletion allow-
ance. Under subdivision (i) of this subpara-
graph, the total increase in tax resulting
from the recomputation is to be taken into
account in equal installments in 1960, 1961,
1962, and 1963. However, if the total increase
in tax is not determinable until 1961 because
the recomputation for the prior taxable
years results in the reduction of a net oper-
ating loss carryover to 1961, then the total
increase shall be taken into account in equal
installments in 1961, 1962, and 1963. In like
manner, if the total increase in tax is not de-
terminable until 1962, it shall be taken into
account in equal installments in 1962 and
1963.

(iii) Death or cessation of existence of
taxpayer. If the taxpayer dies or ceases
to exist, the portion of the increase in
tax determined under subparagraph
(3)(v) of this paragraph which has not
been taken into account under subdivi-
sion (i) or (ii) of this subparagraph for
taxable years prior to the taxable year
of the occurrence of such death or such
cessation of existence, as the case may
be, shall be taken into account for the
taxable year in which such death or
such cessation of existence, as the case
may be, occurs.

(5) Adjustments to basis of aggregated
property. If the taxpayer elects to form
an aggregated property or properties
under section 614(c)(1) for a taxable
year and if a recomputation of tax is
required to be made for any taxable
year which results in reduction of the
depletion allowance previously de-
ducted by the taxpayer for such year,
then proper adjustments shall be made
with respect to the adjusted basis of
such aggregated property or properties.
In such a case:

(i) If the sum of the depletion allow-
ances actually deducted with respect to
the interests included in a constructed
aggregated property exceeds the deple-
tion allowance computed under sub-
paragraph (3)(ii) of this paragraph with
respect to such constructed aggregated
property, the adjusted basis of the ag-
gregated property formed under section
614(c)(1) shall be increased by such ex-
cess, and

(ii) If the depletion allowance com-
puted under subparagraph (3)(ii) of this
paragraph with respect to a con-
structed aggregated property exceeds

the sum of the depletion allowances ac-
tually deducted with respect to the in-
terests included in such constructed
aggregated property, the adjusted basis
of the aggregated property formed
under section 614(c)(1) shall be reduced
(but not below zero) by such excess.

However, the adjusted basis of an ag-
gregated property formed under section
614(c)(1) may be increased only to the
extent such excess would have resulted
in an increase in such adjusted basis if
taken into account under paragraph (a)
of § 1.614–6. Thus, if depletion pre-
viously allowed with respect to the sep-
arate operating mineral interests in-
cluded in the aggregation formed under
section 614(c)(1) exceeds the total of
the unadjusted bases of such interests
by $5,000, and if the recomputation of
tax required to be made under this
paragraph results in a depletion allow-
ance which is $7,000 less than the deple-
tion actually deducted with respect to
such interests, then the adjusted basis
of such aggregation may be increased
by only $2,000. If, with respect to the
same aggregated property formed
under section 614(c)(1), adjustments to
adjusted basis are required under this
subparagraph as a result of recomputa-
tion of tax for two or more taxable
years, the total or net amount of such
adjustments shall be taken into ac-
count. Any adjustment to the adjusted
basis of an aggregation required by this
subparagraph shall be taken into ac-
count as of the effective date of the
election to form such aggregation
under section 614(c)(1) and shall be ef-
fective for all purposes of subtitle A of
the Code. For other rules relating to
the determination of the adjusted basis
of an aggregated property, see para-
graph (a) of § 1.614–6.

[T.D. 6524, 26 FR 150, Jan. 10, 1961, as amend-
ed by T.D. 7170, 37 FR 5382, Mar. 15, 1972; T.D.
7564, 43 FR 40494, Sept. 12, 1978]

§ 1.614–4 Treatment under the Internal
Revenue Code of 1939 with respect
to separate operating mineral inter-
ests for taxable years beginning be-
fore January 1, 1964, in the case of
oil and gas wells.

(a) General rule. (1) All references in
this section to section 614(b) or any
paragraph or subparagraph thereof are
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references to section 614(b) or a para-
graph or subparagraph thereof as it ex-
isted prior to its amendment by section
226(a) of the Revenue Act of 1964. All
references in this section to section
614(d) are references to section 614(d) as
it existed prior to its amendment by
section 226(b)(3) of the Revenue Act of
1964.

(2) For taxable years beginning be-
fore January 1, 1964, in the case of oil
and gas wells, a taxpayer may treat
under section 614(d) and this section
any property as if section 614 (a) and
(b) had not been enacted. For purposes
of this section, the term property
means each separate operating mineral
interest owned by the taxpayer in each
mineral deposit in each separate tract
or parcel of land. Separate tracts or
parcels of land exist not only when
areas of land are separated geographi-
cally, but also when areas of land are
separated by means of the execution of
conveyances or leases. If the taxpayer
treats any property or properties under
this section, the taxpayer must treat
each such property as a separate prop-
erty except that the taxpayer may
treat any two or more properties that
are included within the same tract or
parcel of land as a single property pro-
vided such treatment is consistently
followed. If the taxpayer treats two or
more properties as a single property
under this section, such properties
shall be considered as a single property
for all purposes of subtitle A of the In-
ternal Revenue Code of 1954. The tax-
payer may not make more than one
combination of properties within the
same tract or parcel of land. Thus, if
the taxpayer treats two or more prop-
erties that are included within the
same tract or parcel of land as a single
property, each of the remaining prop-
erties included within such tract or
parcel of land shall be treated as a sep-
arate property. If the taxpayer has
treated two or more properties that are
included within the same tract or par-
cel of land as a single property and sub-
sequently discovers or acquires an ad-
ditional mineral deposit within the
same tract or parcel of land, he may in-
clude his interest in such deposit with
the two or more properties which are
being treated as a single property or he
may treat his interest in such deposit

as a separate property. If the taxpayer
has treated each property included
within a tract or parcel of land as a
separate property and subsequently
discovers or acquires an additional
mineral deposit within the same tract
or parcel of land, he may combine his
interest in such deposit with any one of
the separate properties included within
the tract or parcel of land, but not
with more than one of them since they
cannot be validly combined with each
other. The taxpayer may not combine
properties which are included within
different tracts or parcels of land under
this section irrespective of whether
such tracts or parcels of land are con-
tiguous. The treatment of a property
as a separate property or the treat-
ment of two or more properties in-
cluded within a single tract or parcel of
land as a single property under this
section shall be binding upon the tax-
payer for the first taxable year for
which such treatment is effective and
for all subsequent taxable years begin-
ning before January 1, 1964. For the
continuation of such treatment under
§ 1.614–8 for taxable years beginning
after December 31, 1963, see paragraph
(d) of § 1.614–8. For provisions relating
to the first taxable year for which
treatment under this section becomes
effective, see paragraph (d) of this sec-
tion.

(b) Treatment consistent with treatment
for taxable years prior to 1954. If the tax-
payer has treated properties in a man-
ner consistent with the rules contained
in paragraph (a) of this section for tax-
able years to which the Internal Rev-
enue Code of 1939 applies and if the tax-
payer desires to treat such properties
under section 614(d), then such prop-
erties must continue to be treated in
the same manner. The provisions of
this paragraph may be illustrated by
the following examples:

Example 1. In 1950, taxpayer A owned two
separate tracts of land designated No. 1 and
No. 2. Each tract contained three mineral de-
posits. In the case of tract No. 1, taxpayer A
treated the three mineral deposits as a single
property. In the case of tract No. 2, taxpayer
A treated the first mineral deposit as a sepa-
rate property and treated the second and
third mineral deposits as a single property.
This treatment was consistently followed for
the taxable years 1950, 1951, 1952, and 1953.
Taxpayer A desires, for 1954 and subsequent
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taxable years, to treat the properties in
tracts Nos. 1 and 2 as if section 614 (a) and (b)
had not been enacted. For 1954 and subse-
quent taxable years, the three deposits in
tract No. 1 must be treated as a single prop-
erty; the first deposit in tract No. 2 must be
treated as a separate property; and the sec-
ond and third deposits in tract No. 2 must be
treated as a single property.

Example 2. Assume the same facts as in ex-
ample 1 except that, at the time the treat-
ment under this section is adopted, assess-
ment of any deficiency or credit or refund of
any overpayment for the taxable years 1954
and 1955 resulting from the treatment of
properties under this section is prevented by
the operation of the statute of limitations.
For 1956 and subsequent taxable years, the
three deposits in tract No. 1 must be treated
as a single property; the first deposit in tract
No. 2 must be treated as a separate property;
and the second and third deposits in tract
No. 2 must be treated as a single property.

(c) Bases of separate properties pre-
viously included in an aggregation under
section 614(b). If the taxpayer has made
an election under section 614(b) to form
an aggregation of operating mineral in-
terests and if such taxpayer subse-
quently revokes such election for all
taxable years for which it was made
and treats the properties that are in-
cluded within such aggregation under
section 614(d) and this section by filing
the statement required by paragraph
(e) of this section, then the adjusted
basis of each separate property (as de-
fined in paragraph (a) of this section)
that is a part of such aggregation shall
be determined as if the taxpayer had
made no election under section 614(b).
However, if, at the time of the filing of
the statement revoking the election
under section 614(b), assessment of any
deficiency or credit or refund of any
overpayment, as the case may be, re-
sulting from such revocation is pre-
vented by the operation of any law or
rule of law for any taxable year or
years for which the election under sec-
tion 614(b) was made, then the adjusted
basis of each separate property that is
a part of the aggregation shall be de-
termined in accordance with the provi-
sions contained in paragraph (a)(2) of
§ 1.614.6 as of the first day of the first
taxable year for which the revocation
is effective. After determining the ad-
justed basis of each separate property
included within the aggregation, the
taxpayer may treat such properties in

any manner which is in accordance
with paragraph (a) of this section. See,
however, paragraph (b) of this section.
The provisions of this paragraph may
be illustrated by the following exam-
ples:

Example 1. Taxpayer A owns two separate
tracts of land, designated No. 1 and No. 2,
each of which contains three mineral depos-
its. The interests in the two tracts of land
constitute an operating unit as defined in
paragraph (c) of § 1.614–2. Taxpayer A elects
under section 614(b) to form an aggregation
of all the interests in the operating unit for
1954 and all subsequent taxable years. Subse-
quently, taxpayer A revokes such election by
filing a statement in accordance with para-
graph (e) of this section. Such revocation is
effective for 1956 and subsequent taxable
years because, at the time of the filing of the
statement of revocation, assessment of any
deficiency or credit or refund of any overpay-
ment for the taxable years 1954 and 1955 re-
sulting from such revocation is prevented by
the operation of the statute of limitations.
The adjusted bases of the six properties that
are included within the aggregation shall be
determined in accordance with paragraph
(a)(2) of § 1.614–6 as of the beginning of the
taxable year 1956.

Example 2. Assume the same facts as in ex-
ample 1 and, in addition, assume that for
taxable years to which the Internal Revenue
Code of 1939 is applicable, taxpayer A treated
the three deposits in tract No. 1 as a single
property and the three deposits in tract No.
2 as a single property. After determining the
adjusted basis of each of the six properties as
illustrated in example 1, the adjusted basis
of the three properties in tract No. 1 must be
combined and the adjusted bases of the three
properties in tract No. 2 must be combined
since the manner in which such properties
were treated for taxable years to which the
Internal Revenue Code of 1939 is applicable is
consistent with the rules contained in para-
graph (a) of this section.

(d) Treatment; when effective. If a tax-
payer treats any property in accord-
ance with this section, then such treat-
ment shall be effective for whichever of
the following taxable years is the later:

(1) The latest taxable year for which
an election could have been made with
respect to such property under section
614(b); or

(2) The first taxable year beginning
after December 31, 1953, and ending
after August 16, 1954, in respect of
which assessment of a deficiency or
credit or refund of an overpayment, as
the case may be, resulting from the
treatment of such property under this
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section, is not prevented by the oper-
ation of any law or rule of law on the
date such treatment is adopted.

(e) Manner of adopting the treatment of
properties under this section. If the tax-
payer does not make an election under
section 614(b) with respect to a prop-
erty within the time prescribed for
making such an election, then the tax-
payer shall be deemed to have treated
such property under this section. In
such case, the manner in which such
property is treated in filing the tax-
payer’s income tax return for the first
taxable year for which the treatment
of such property is effective under
paragraph (d) of this section shall es-
tablish the treatment which must be
consistently followed with respect to
such property for subsequent taxable
years. However, if the income tax re-
turn for such first taxable year is filed
prior to May 1, 1961, then the taxpayer
may adopt the treatment provided for
under this section with respect to the
property by filing a statement at any
time on or before May 1, 1961, with the
district director for the district in
which the taxpayer’s income tax return
was filed for the first taxable year for
which the treatment of such property
is effective under paragraph (d) of this
section. Such statement shall set forth
the first taxable year for which the
treatment of the property under this
section is effective, shall revoke any
previous elections made with respect to
such property under section 614(b),
shall state the manner in which such
property was treated for taxable years
subject to the Internal Revenue Code of
1939, shall state the manner in which
such property is to be treated under
this section, and shall be accompanied
by an amended return or returns if nec-
essary.

(f) Certain treatment under this section
precludes election to aggregate under sec-
tion 614(b) with respect to the same oper-
ating unit. If the taxpayer’s treatment
of any properties that are included
within an operating unit (as defined in
paragraph (c) of § 1.614–2) under section
614(d) and this section would constitute
an aggregation under section 614(b) and
if such taxpayer elects, or has elected,
to form an aggregation within the
same operating unit under section
614(b) for any taxable year for which

the treatment under section 614(d) is
effective, then the election made under
section 614(b) shall not apply for any
such taxable year.

[T.D. 6524, 26 FR 157, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13700, Oct. 28, 1965]

§ 1.614–5 Special rules as to aggre-
gating nonoperating mineral inter-
ests.

(a) Aggregating nonoperating mineral
interests for taxable years beginning be-
fore January 1, 1958. Upon proper show-
ing to the Commissioner, a taxpayer
who owns two or more separate nonop-
erating mineral interests in a single
tract or parcel of land, or in two or
more contiguous tracts or parcels of
land, shall be permitted to aggregate
all such interests in each separate kind
of mineral deposit and treat them as
one property. Permission will be grant-
ed by the Commissioner only if the tax-
payer establishes that he will sustain
an undue hardship if such nonoperating
mineral interests are not treated as
one property. Such hardship may exist,
for example, if it is impossible for the
taxpayer to determine the boundaries,
source, or costs of the separate inter-
ests, or if a taxpayer who owns a single
royalty interest, production payment,
or net profits interest cannot deter-
mine the separate deposits from which
his payments will be derived. In no
event shall undue hardship be deemed
to exist solely by reason of tax dis-
advantage. The treatment of such in-
terests as one property shall be appli-
cable for all purposes of subtitle A of
the Internal Revenue Code of 1954. In
no event may nonoperating mineral in-
terests in tracts or parcels of land
which are not contiguous be treated as
one property. The term two or more con-
tiguous tracts or parcels of land means
tracts or parcels of land which have
common boundaries. Common bound-
aries include survey lines, public roads,
or similar easements for the use of land
without the existence of an intervening
mineral right between the tracts or
parcels of land. Tracts or parcels of
land which touch only at a common
corner are not contiguous. For the defi-
nition of nonoperating mineral interests,
see paragraph (g) of this section.

(b) Manner and scope of election— (1)
Time for filing application for permission
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to aggregate separate nonoperating min-
eral interests under paragraph (a) of this
section. The application for permission
to aggregate separate nonoperating
mineral interests under paragraph (a)
of this section shall be filed at any
time on or before May 1, 1961. Such ap-
plication shall indicate the first tax-
able year for which the aggregation is
to be formed. If, prior to January 10,
1961, an application has been filed, the
taxpayer need file only a supplemental
application containing such additional
information as is necessary to comply
with the requirements of subparagraph
(2) of this paragraph.

(2) Contents of application and returns
under permission. The application for
permission to aggregate nonoperating
mineral interests under paragraph (a)
of this section shall include a complete
statement of the facts upon which the
taxpayer relies to show the undue
hardship which would result if such an
aggregation was not permitted. Such
application shall also include a descrip-
tion of the nonoperating mineral inter-
ests owned by the taxpayer within the
tract or tracts of land involved. A gen-
eral description, accompanied by maps
appropriately marked, which accu-
rately circumscribes the scope of the
aggregation and shows that the tax-
payer is aggregating all the nonop-
erating mineral interests in a par-
ticular kind of mineral deposit within
the tract or tracts of land involved will
be sufficient. If the Commissioner
grants permission, a copy of the letter
granting such permission shall be filed
with the district director for the dis-
trict in which the taxpayer’s income
tax return was filed for the first tax-
able year for which such permission ap-
plies, and shall be accompanied by an
amended return or returns if necessary.

(3) Election; binding effect. The elec-
tion to aggregate separate nonop-
erating mineral interests under para-
graph (a) of this section shall be bind-
ing upon the taxpayer for the first tax-
able year for which made and all subse-
quent taxable years beginning before
January 1, 1958, unless consent to make
a change is obtained from the Commis-
sioner. The application for consent to
make a change must set forth in detail
the reason or reasons for such change.
Consent to a different treatment shall

not be granted where the principal pur-
pose for such change is due to tax con-
sequences. For rules relating to the
binding effect of an election where the
basis of an aggregated property in the
hands of the transferee is determined
by reference to the basis in the hands
of the transferor, see paragraph (c) of
§ 1.614–6.

(4) Aggregations under the Internal
Revenue Code of 1939. An application for
permission to aggregate nonoperating
mineral interests under paragraph (a)
of this section shall be submitted in ac-
cordance with the requirements of this
paragraph notwithstanding the fact
that the taxpayer may have aggregated
such interests for taxable years to
which the Internal Revenue Code of
1939 is applicable. If such interests were
aggregated for taxable years to which
the Internal Revenue Code of 1939 ap-
plies and the aggregation was approved
by the Internal Revenue Service for
such years after full consideration
thereof on its merits, such approval
will generally be accepted as evidence
that undue hardship would result if the
aggregation were not permitted.

(c) Termination of aggregation of non-
operating mineral interests—(1) General
rule. Any aggregation of nonoperating
mineral interests formed under para-
graphs (a) and (b) of this section shall
not apply with respect to any taxable
year beginning after December 31, 1957.
Thus, if a taxpayer makes a binding
election to form such an aggregation
for taxable years beginning before Jan-
uary 1, 1958, then in order to form an
aggregation with respect to any tax-
able year beginning after December 31,
1957, he must obtain permission in ac-
cordance with the rules prescribed in
paragraphs (d) and (e) of this section.

(2) Bases of separate nonoperating min-
eral interests. If a taxpayer forms an ag-
gregation of nonoperating mineral in-
terests under paragraphs (a) and (b) of
this section which is terminated under
subparagraph (1) of this paragraph, the
adjusted bases of the separate nonop-
erating mineral interests included in
such aggregation shall be determined
in accordance with paragraph (a)(2) of
§ 1.614–6.

(d) Aggregating nonoperating mineral
interests for taxable years beginning after
December 31, 1957, or for earlier taxable
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years. Upon proper showing to the Com-
missioner, a taxpayer who owns two or
more separate nonoperating mineral
interests in a single tract or parcel of
land, or in two or more adjacent tracts
or parcels of land, shall be permitted,
under section 614(e), to form an aggre-
gation of all of such interests in each
separate kind of mineral deposit and
treat such aggregation as one property.
Permission shall be granted by the
Commissioner only if the taxpayer es-
tablishes that a principal purpose in
forming the aggregation is not the
avoidance of tax. The fact that the ag-
gregation of nonoperating mineral in-
terests will result in a substantial re-
duction in tax is evidence that avoid-
ance of tax is a principal purpose of the
taxpayer. An aggregation formed under
the provisions of this paragraph shall
be considered as one property for all
purposes of the Code. In no event may
nonoperating mineral interests in
tracts or parcels of land which are not
adjacent be aggregated and treated as
one property. The term two or more ad-
jacent tracts or parcels of land means
tracts or parcels of land that are in
reasonably close proximity to each
other depending on the facts and cir-
cumstances of each case. Adjacent
tracts or parcels of land do not nec-
essarily have any common boundaries,
and may be separated by intervening
mineral rights. For the definition of
nonoperating mineral interests, see para-
graph (g) of this section.

(e) Manner and scope of election— (1)
Time for filing application for permission
to aggregate separate nonoperating min-
eral interests under section 614(e). The
application for permission to aggregate
separate nonoperating mineral inter-
ests under section 614(e) and paragraph
(d) of this section shall be made in
writing to the Commissioner of Inter-
nal Revenue, Washington, DC 20224.
Such application shall be filed within
90 days after the beginning of the first
taxable year beginning after December
31, 1957, for which aggregation is de-
sired or within 90 days after the acqui-
sition of one of the nonoperating min-
eral interests which is to be included in
the aggregation, whichever is later.
However, if the last day on which the
application may be filed under this
paragraph falls before May 1, 1961, such

application may be filed at any time on
or before May 1, 1961. If, prior to Janu-
ary 10, 1961, an application has been
filed, the taxpayer need file only a sup-
plemental application containing such
additional information as is necessary
to comply with subparagraph (4) of this
paragraph.

(2) Election to apply section 614(e) retro-
actively. The application for permission
to aggregate separate nonoperating
mineral interests under section 614 (e)
and paragraph (d) of this section may
be filed, at the election of the tax-
payer, for any taxable year beginning
before January 1, 1958, to which the In-
ternal Revenue Code of 1954 is applica-
ble. In such case, the application may
be filed at any time on or before May 1,
1961. Such application shall designate
the first taxable year for which the ag-
gregation is to be formed. If, prior to
January 10, 1961, an application has
been filed, the taxpayer need file only a
supplemental application containing
such additional information as is nec-
essary to comply with the require-
ments of subparagraph (4) of this para-
graph.

(3) Limitation. If the taxpayer forms
any aggregation of nonoperating min-
eral interests under subparagraph (2) of
this paragraph, then any aggregation
of nonoperating mineral interests
formed under paragraphs (a) and (b) of
this section shall not apply for any
taxable year. The provisions of this
subparagraph may be illustrated by the
following example:

Example. In 1954, taxpayer A owns six sepa-
rate nonoperating mineral interests des-
ignated No. 1 through No. 6. Interests Nos. 1
through 3 are royalty interests in contiguous
tracts of land. Interests Nos. 4 through 6,
which are located in an entirely different
area from interests Nos. 1 through 3, are roy-
alty interests in tracts of land which are not
contiguous but which are adjacent to each
other. In 1959 taxpayer A obtains permission
and elects under section 614(e) and subpara-
graph (2) of this paragraph to form an aggre-
gation of interests Nos. 4 through 6 for 1956
and all subsequent taxable years. Taxpayer
A may not elect to form an aggregation of
interests Nos. 1 through 3 under paragraphs
(a) and (b) of this section for 1954 or any sub-
sequent taxable year. If taxpayer A wishes to
form an aggregation of interests Nos. 1
through 3, he must obtain permission under
paragraph (d) of this section and this para-
graph.
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(4) Contents of application and returns
under permission. The application for
permission to aggregate nonoperating
mineral interests under section 614(e)
and paragraph (d) of this section shall
include a complete statement of the
facts upon which the taxpayer relies to
show that avoidance of tax is not a
principal purpose of forming the aggre-
gation. Such application shall also in-
clude a description of the nonoperating
mineral interests within the tract or
tracts of land involved. A general de-
scription, accompanied by maps appro-
priately marked, which accurately cir-
cumscribes the scope of the aggrega-
tion and shows that the taxpayer is ag-
gregating all the nonoperating mineral
interests in a particular kind of min-
eral deposit within the tract or tracts
of land involved will be sufficient. If
the Commissioner grants permission, a
copy of the letter granting such per-
mission shall be attached to the tax-
payer’s income tax return for the first
taxable year for which such permission
applies. If the taxpayer has already
filed such return, a copy of the letter of
permission shall be filed with the dis-
trict director for the district in which
such return was filed and shall be ac-
companied by an amended return or re-
turns if necessary or, if appropriate, a
claim for credit or refund.

(5) Election; binding effect. The elec-
tion to aggregate separate nonop-
erating mineral interests under section
614 (e) and paragraph (d) of this section
shall be binding upon the taxpayer for
the first taxable year for which made
and for all subsequent taxable years
unless consent to make a change is ob-
tained from the Commissioner. The ap-
plication for consent to make a change
must set forth in detail the reason or
reasons for such change. Consent to a
different treatment shall not be grant-
ed where the principal purpose for such
change is due to tax consequences. For
rules relating to the binding effect of
an election where the basis of an aggre-
gated property in the hands of the
transferee is determined by reference
to the basis in the hands of the trans-
feror, see paragraph (c) of § 1.614–6.

(6) Aggregations under the Internal
Revenue Code of 1939. An application for
permission to aggregate nonoperating
mineral interests under section 614 (e)

and paragraph (d) of this section shall
be submitted in accordance with the
requirements of this paragraph not-
withstanding the fact that the tax-
payer may have aggregated such inter-
ests for taxable years to which the In-
ternal Revenue Code of 1939 is applica-
ble. If such interests were aggregated
for taxable years to which the Internal
Revenue Code of 1939 applies and the
aggregation was approved by the Inter-
nal Revenue Service for such years
after full consideration thereof on its
merits, such approval will generally be
accepted as evidence that avoidance of
tax is not a principal purpose of form-
ing the aggregation.

(f) Elections; when effective. If the tax-
payer has elected to form an aggrega-
tion under either paragraph (a) or para-
graph (d) of this section, the date on
which the aggregation becomes effec-
tive is the first day of the first taxable
year for which the election is made; ex-
cept that if any separate nonoperating
mineral interest included in such ag-
gregation was acquired after such first
day, the date on which the inclusion of
such interest in such aggregation be-
comes effective is the date of its acqui-
sition.

(g) Definition of nonoperating mineral
interests. For purposes of this section,
nonoperating mineral interests includes
only those interests described in sec-
tion 614(a) which are not operating
mineral interests within the meaning
of paragraph (b) of § 1.614–2. The tax-
payer who holds the operating or work-
ing rights in a mineral deposit, but is
not actually conducting operations
with respect to such deposit, does not
have a nonoperating mineral interest
in such deposit notwithstanding the
fact that he intends to transfer such
operating rights at a later time.

[T.D. 6524, 26 FR 158, Jan. 10, 1961]

§ 1.614–6 Rules applicable to basis,
holding period, and abandonment
losses where mineral interests have
been aggregated or combined.

(a) Basis of property resulting from ag-
gregation or combination—(1) General
rule. (i) When a taxpayer has aggre-
gated as one property two or more in-
terests under section 614(b) (prior to its
amendment by section 226(a) of the
Revenue Act of 1964), (c), or (e), the
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unadjusted basis of such aggregated
property shall be the sum of the
unadjusted bases of the various min-
eral interests aggregated. The adjusted
basis of the aggregated property on the
effective date of the aggregation shall
be the unadjusted basis of the aggre-
gated property, adjusted by the total of
all adjustments to the bases of the sev-
eral mineral interests aggregated as re-
quired by section 1016 to the effective
date of aggregation. Thereafter, the ad-
justments to basis required by section
1016 shall apply to the total adjusted
basis of the aggregated property for all
purposes of subtitle A of the Code.

(ii) When a taxpayer has combined as
one property two or more interests
under section 614(b) (as amended by
section 226(a) of the Revenue Act of
1964), the adjusted basis of such com-
bined property shall be the sum of:

(a) The unadjusted bases of all such
interests which have never been in-
cluded in an aggregation; and

(b) The adjusted bases of all such in-
terests which at some time have been
included in an aggregation, as of the
date on which they ceased to partici-
pate in an aggregation;
adjusted by the total of all adjust-
ments to the bases of the several min-
eral interests combined, as required by
section 1016,

(c) In the case of interests described
in (a), for the entire period of the tax-
payer’s ownership of such interest; and

(d) In the case of interests described
in (b), for the period, if any, between
the time of deaggregation and the time
of combination.
Thereafter, the adjustments to basis
required by section 1016 shall apply to
the total adjusted basis of the com-
bined property for all purposes of sub-
title A of the Code.

(2) Bases upon disposition of part of, or
termination of, or change in, an aggre-
gated or combined property—(i) In gen-
eral. (a) When a taxpayer has aggre-
gated or combined two or more sepa-
rate mineral interests as one property
under section 614(b) (either before or
after its amendment by section 226(a)
of the Revenue Act of 1964), (c), or (e)
and thereafter sells, exchanges, or oth-
erwise disposes of part of such prop-
erty, the total adjusted basis of the
property as of the date of sale, ex-

change, or other disposition shall be
apportioned to determine the adjusted
basis of the part disposed of and the
part retained for purposes of com-
puting gain or loss, depletion and for
all other purposes of subtitle A of the
Code. Such adjusted basis shall be de-
termined by apportioning the total ad-
justed basis of the property between
the part of the property disposed of and
the part retained in the same propor-
tion as the fair market value of each
part (as of the date of sale, exchange,
or other disposition) bears to the total
fair market value of the property as of
such date. For determining gain or loss
on the sale or exchange of any part of
the aggregated or combined property,
the adjusted basis of the aggregated or
combined property (from which the ad-
justed basis of the part is determined)
shall not be reduced below zero.

(b) If, for any taxable year after the
first taxable year for which an aggrega-
tion under section 614(b) (prior to its
amendment by section 226(a) of the
Revenue Act of 1964), (c), or (e) is effec-
tive:

(1) Any such aggregation is termi-
nated for any reason other than the ex-
piration of an aggregation by reason of
section 614(b) as amended by section
226(a) of the Revenue Act of 1964 (see
subdivision (ii) of this subparagraph),
or

(2) The treatment of any mineral in-
terests in any such aggregation is
changed after obtaining the consent of
the Commissioner,

then the adjusted basis of the aggre-
gated property as of the first day of the
first taxable year for which such termi-
nation or change is effective shall be
apportioned to determine the adjusted
bases of the resultant separate mineral
interests, as of such first day, for pur-
poses of computing gain or loss, deple-
tion, and for all other purposes of sub-
title A of the Code. The adjusted bases
of such separate mineral interests shall
be determined by apportioning the ad-
justed basis of the aggregated property
(as of the first day of the first taxable
year for which such termination or
change is effective) between or among
such interests in the same proportion
as the fair market value of each such
interest (as of such first day) bears to
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the total fair market value of the ag-
gregated property as of such first day.
For the purpose of determining the ad-
justed bases of the separate mineral in-
terests, the adjusted basis of the aggre-
gated property (from which the ad-
justed basis of each separate mineral
interest is determined) shall not be re-
duced below zero.

(ii) Allocation of basis of aggregation of
operating mineral interests in oil and gas
wells as of the first day of the first taxable
year beginning after December 31, 1963—
(a) Fair market value method. Unless the
taxpayer elects to use the allocation of
adjustments method of determining
basis provided in (b) of this subdivision
(ii), the adjusted basis as of the first
day of the first taxable year beginning
after December 31, 1963, of each inter-
est which was participating in an ag-
gregation of operating mineral inter-
ests on the day preceding such first day
shall be determined by multiplying the
adjusted basis of the aggregation by a
fraction the numerator of which is the
fair market value of such interest and
the denominator of which is the fair
market value of such aggregation. For
purposes of this subdivision (a), the ad-
justed basis and the fair market value
of the aggregation, and the fair market
value of such interest, shall be deter-
mined as of the day preceding the first
day of the first taxable year which be-
gins after December 31, 1963. Unless the
taxpayer elects to use the allocation of
adjustments method, he shall obtain
accurate and reliable information, and
keep records with respect thereto, es-
tablishing all facts necessary for mak-
ing the computation prescribed in this
subdivision (a). See example 5 of sub-
paragraph (3) of this paragraph.

(b) Allocation of adjustments method. (i)
The taxpayer may elect to determine
basis by an allocation of adjustments
in lieu of the fair market value method
prescribed in (a) of this subdivision (ii).
In such a case, the adjusted basis (as of
the first day of the first taxable year
beginning after December 31, 1963) of
each interest which was participating
in an aggregation of operating mineral
interests on the day preceding such
first day is the unadjusted basis of such
interest immediately after its acquisi-
tion by the taxpayer, adjusted by the
total of all adjustments to its basis as

required by section 1016 to the effective
date of aggregation, and by that por-
tion of those section 1016 adjustments
to the basis of the aggregation which is
reasonably attributable to such inter-
est. For this purpose, two or more in-
terests which are being combined upon
deaggregation shall be treated as one
interest. An adjustment to the basis of
the aggregation is reasonably attrib-
utable to such interest to the extent
that the adjustment thereto resulted
from inclusion of the interest in the
aggregation, even though such interest
would not have been entitled to the ad-
justment to the same extent if such in-
terest had been treated separately be-
cause of the 50 percent of taxable in-
come limitation or for any other rea-
son. In a case in which the amount of
a percentage depletion deduction which
was allowed with respect to an aggre-
gation was limited by the 50 percent of
taxable income limitation of section
613(a), the portion of such amount
which is attributable to each of the in-
terests in the aggregation shall be de-
termined by multiplying such amount
by a fraction, the numerator of which
is the gross income from such interest
and the denominator of which is the
gross income from the aggregation.
The determination as to which prop-
erty a particular adjustment is attrib-
utable may be based upon records of
production or any other facts which es-
tablish the reasonableness of the deter-
mination. See example 6 of subpara-
graph (3) of this paragraph.

(ii) If, under the adjustment described
in (i) of this subdivision (b), the total of
the adjusted bases of the interests
which were included in the aggregation
exceeds the adjusted basis of the aggre-
gation, the adjusted bases of the inter-
ests shall be further adjusted so that
the total of the adjusted bases of the
interests equals the adjusted basis of
the aggregation. This further adjust-
ment shall be made by reducing the
basis of each interest (other than an in-
terest having a basis of zero) by an
amount which is determined by multi-
plying such excess by a fraction, the
numerator of which is the adjusted
basis of such interest after making the
adjustment described in (i) of this sub-
division (b) and the denominator of
which is the total of the adjusted bases
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of all such interests after making the
adjustment described in (i) of this sub-
division (b). See example 6 of subpara-
graph (3) of this paragraph.

(iii) The election provided for in this
subdivision (b) shall be made not later
than the time prescribed by law for fil-
ing the taxpayer’s income tax return
(including extensions thereof) for the
first taxable year beginning after De-
cember 31, 1963, and shall be made in a
statement attached to such return.

(3) The application of subparagraphs
(1) and (2) of this paragraph may be il-
lustrated by the following examples:

Example 1. A taxpayer owning three oper-
ating mineral interests, designated Nos. 1, 2,
and 3, within a single operating unit, prop-
erly elects to aggregate such properties
under section 614(b) for the calendar year
1954 in his income tax return filed on April
15, 1955. The unadjusted bases and adjust-
ments under section 1016 for depletion
through December 31, 1953, in respect of such
properties are as follows:

Unadjusted
basis

Adjust-
ments
under

Section
1016

No. 1 .................................................. $25,000 $27,000
No. 2 .................................................. 18,000 10,000
No. 3 .................................................. 15,000 4,000

Total .................................... 58,000 41,000

The adjusted basis of the aggregated prop-
erty as of January 1, 1954, is $17,000 ($58,000–
$41,000).

Example 2. Assume the same facts as in ex-
ample 1, except that a portion of the aggre-
gated property is sold on June 1, 1956, for
$15,000 which is also the fair market value of
such portion on the date of sale. In order to
determine the gain or loss from this sale as
well as the adjusted basis of the retained
property, an apportionment must be made.
The aggregated property had a fair market
value of $25,000 on the date of sale. From
January 1, 1954, through May 31, 1956, $10,000
of depletion has been allowed with respect to
the aggregated property. The adjusted basis
of the portion sold is determined as follows:

$7, (
)

$15,

$25,
$4,200 (

)
000 000

000
adjusted basis

of aggregated property
adjusted basis

of portion sold× =

Therefore, the gain on this sale of the por-
tion sold is $10,800 ($15,000–$4,200). The ad-
justed basis of the property retained is $2,800
($7,000–$4,200).

Example 3. Assume the same facts as in ex-
ample 2, except that instead of selling, the
taxpayer subleases one of the leases making

up the aggregated property, retaining a one-
eighth royalty interest therein. The fair
market value of such lease is $15,000 on the
date of the sublease. The adjusted basis of
such royalty interest is $4,200 which is com-
puted as follows:

$7, (
)

$15,

$25,

( )
( )

000 000

000

adjusted basis
of aggregated property

FMV of portion transferred
FMV of aggregated property

×

Example 4. In 1953, a taxpayer owned min-
eral interests Nos. 1, 2, and 3 which he oper-
ated as a unit. He owned no other operating
interests during that year. The unadjusted
bases of these properties were $10,000, $15,000,
and $20,000, respectively, and depletion al-
lowed through December 31, 1953, was $5,000
with respect to each property. The taxpayer
operated these properties during the year
1954 and, in addition, operated as part of the
unit mineral interest No. 4 which he ac-
quired on July 1, 1954, on which date he made
the first exploration expenditure with re-
spect thereto. He paid $20,000 for No. 4. In his

return for the calendar year 1954, the tax-
payer elected under section 614(b) to aggre-
gate all of these mineral interests. The tax-
payer must compute cost depletion for the
calendar year 1954 on the basis of an aggre-
gated property with an adjusted basis of
$30,000 ($45,000–$15,000) for the period from
January 1 to June 30, and with an adjusted
basis of $50,000 (less depletion for the first six
months) for the period from July 1 to Decem-
ber 31. If applicable, the taxpayer must com-
pute percentage depletion on the basis of
gross income and taxable income from the
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aggregated property for the entire year, in-
cluding the gross income and deductions
with respect to operating mineral interest
No. 4 for the period from July 1 to December
31. If a portion of the aggregated property is
sold during the first six months, its adjusted
basis must be determined at the time of sale
with an adjustment for depletion to the date
of sale. If percentage depletion is applicable,
it must be allocated on an equitable basis to
the periods prior and subsequent to the date
of sale in order to determine the adjustment
for depletion to the date of sale.

Example 5. A taxpayer owns two operating
mineral interests in oil wells, designated
Nos. 1 and 2, in tract A, and another such in-
terest, designated No. 3, in tract B. All three
interests are in the same operating unit (as
defined in paragraph (c) of § 1.614– 2). The
taxpayer, who is on a calendar year basis,
has properly elected under § 1.614–2 to aggre-
gate such interests for the calendar years
1954 through 1963. The unadjusted bases and
adjustments under section 1016 for depletion
through December 31, 1953, in respect of such
interests are as follows:

Unadjusted
basis

Adjust-
ments
under

section
1016

No. 1 .................................................. $42,000 $11,000
No. 2 .................................................. 37,000 4,000
No. 3 .................................................. 19,000 23,000

Total .................................... 98,000 38,000

The adjusted basis of the aggregated prop-
erty as of January 1, 1954, is therefore $60,000
($98,000 minus $38,000). The taxpayer properly
elects under section 614(b) and § 1.614–8 to
treat Nos. 1 and 2 as separate properties for
the calendar year 1964 and thereafter and
does not elect to use the allocation of adjust-
ments method of determining basis provided
in subparagraph (2) (ii) (b) of this paragraph.
No. 3 will be treated as a separate property,
also, because it is in a different tract than
the taxpayer’s other interests. From Janu-
ary 1, 1954, through December 31, 1963, $50,000
of depletion has been allowed with respect to
the aggregated property, leaving an adjusted
basis of $10,000 ($60,000 minus $50,000) on Jan-
uary 1, 1964. On December 31, 1963, the aggre-
gated property has a fair market value of
$40,000. Nos. 1, 2, and 3 have fair market val-
ues of $16,000, $22,000, and $2,000, respectively.
Accordingly, the adjusted bases of Nos. 1, 2,
and 3 on January 1, 1964, are $4,000,

$10, (
)

,

,
,

000 16 000

40 000

adjusted basis
of aggregated property


 ×





$5,500 [$10,000×(22,000/40,000)], and
$500 [$10,000×(2,000/40,000)] respectively.

Example 6. A taxpayer owns four operating
mineral interests in oil wells, designated
Nos. 1, 2, 3, and 4. All four interests are in
the same operating unit and the same tract
or parcel of land. The taxpayer, who is on a
calendar year basis, has properly elected
under § 1.614–2 to aggregate such interests for
the calendar years 1954 through 1963. The
taxpayer properly elects under section 614(b)
and paragraph (a) of § 1.614–8 to treat Nos. 1
and 2 as separate properties for the calendar
year 1964 and thereafter. The taxpayer also
properly elects to use the allocation of ad-
justments method of determining basis as
provided in subparagraph (2) (ii) (b) of this
paragraph. The unadjusted bases of Nos. 1, 2,
and combined 3 and 4, the adjustments at-
tributable to each, and the deaggregated
basis of each (prior to further adjustment as
provided in subparagraph (2) (ii) (b) (ii) of
this paragraph) are as follows:

Basis
upon ac-
quisition

Adjust-
ments to
time of
aggre-
gation

Attrib-
utable ad-
justments

during
aggrega-

tion

Basis upon
deaggregation
after first ad-

justment

No. 1 ....... $35,000 $1,000 $16,000 $18,000
No. 2 ....... 30,000 11,000 23,000 0
No. 3 ....... 25,000 3,000 5,000 .......................
No. 4 ....... 10,000 12,000 9,000 6,000

Total .... 100,000 27,000 53,000 24,000

The total of the adjusted bases (prior to fur-
ther adjustment) of the interests which were
included in the aggregation is $24,000 while
the adjusted basis of the aggregation is
$20,000 ($100,000 minus the sum of $27,000 and
$53,000). Therefore, the adjusted bases of the
interests are further reduced by $4,000
($24,000 minus $20,000). The adjusted basis of
No. 1 of $18,000 is further reduced by $3,000
[$4,000×(18,000÷24,000)] to $15,000. Similarly,
the adjusted basis of combined Nos. 3 and 4
of $6,000 is further reduced by $1,000
[$4,000×(6,000÷24,000)] to $5,000. Assume fur-
ther that the taxpayer also owns interest No.
5 in the same tract or parcel of land, that
such interest was not a part of any aggrega-
tion, that such interest had a basis of $15,000
upon acquisition and had subsequent adjust-
ments in reduction of basis totalling $17,000,
and that the taxpayer does not elect to treat
such interest as a separate property. In such
case, Nos. 3, 4, and 5 will be combined. The
combination will have an adjusted basis of
$3,000, determined by adding the unadjusted
basis of No. 5 ($15,000) and the adjusted bases
of combined Nos. 3 and 4 upon deaggregation
($5,000), and subtracting from the total
thereof ($20,000) the adjustments to No. 5
($17,000).

(4) Basis for gain and loss where min-
eral interests acquired before March 1,
1913, are included in an aggregation.
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Where mineral interests acquired be-
fore March 1, 1913, are included in an
aggregation under section 614 (b), (c),
or (e), the aggregated property has two
bases, one for the determination of
gain and another for the determination
of loss upon the disposition of the
whole or a part of the aggregated prop-
erty. For the purpose of determining
gain, the adjusted basis of the aggre-
gated property on the effective date of
aggregation shall be the sum of:

(i) The unadjusted bases of those
mineral interests acquired on or after
March 1, 1913, plus

(ii) The cost of any interest acquired
before March 1, 1913 (adjusted for the
period before March 1, 1913), or the fair
market value of such interest as of
March 1, 1913, whichever is greater,
and such sum shall be adjusted by the
total of all adjustments to the bases of
the several mineral interests aggre-
gated as required by section 1016 to the
effective date of aggregation. For the
purpose of determining loss, the ad-
justed basis of the aggregated property
on the effective date of aggregation
shall be the sum of:

(iii) The unadjusted bases of those
mineral interests acquired on or after
March 1, 1913, plus

(iv) The cost of those interests ac-
quired before March 1, 1913, adjusted
for the period before March 1, 1913,
and such sum shall be adjusted by the
total of all adjustments to the bases of
the several mineral interests aggre-
gated as required by section 1016 to the
effective date of aggregation. There-
after, the adjustments to basis required
by section 1016 shall apply to the total
adjusted basis of the aggregated prop-
erty for all purposes of the Code. Upon
disposition of a part of the aggregated
property, or upon termination of the
aggregation for any reason, or upon

change in the treatment of any mineral
interests in the aggregation with con-
sent of the Commissioner, the adjusted
basis for determining gain and the ad-
justed basis for determining loss with
respect to each resultant part of the
aggregated property shall be deter-
mined in accordance with subpara-
graph (2) of this paragraph. The provi-
sions of this subparagraph may be il-
lustrated by the following examples:

Example 1. At the close of 1953 a taxpayer
owned two operating mineral interests des-
ignated as Nos. 1 and 2 in the same operating
unit. Operating mineral interest No. 1 was
acquired by the taxpayer before March 1,
1913, and on such date its basis with ref-
erence to its fair market value was $50,000
and its adjusted basis with reference to its
cost was $44,000. The unadjusted basis of op-
erating mineral interest No. 2, acquired after
March 1, 1913, was $30,000. Adjustments under
section 1016 for depletion from March 1, 1913,
through December 31, 1953, were $37,000 for
operating mineral interest No. 1 and $20,000
for operating mineral interest No. 2. Assume
that the taxpayer elected for the taxable
year 1954 to aggregate operating mineral in-
terests Nos. 1 and 2. The adjusted basis of the
aggregated property as of January 1, 1954, for
the purpose of determining gain would be
$23,000 ($50,000 plus $30,000) minus ($37,000
plus $20,000). For the purpose of determining
loss, the adjusted basis would be $17,000
($44,000 plus $30,000) minus ($37,000 plus
$20,000).

Example 2. Assume the same facts as in ex-
ample 1 and further assume that for the tax-
able years 1954 and 1955, the taxpayer was al-
lowed $5,000 of depletion on the aggregated
property, that on January 1, 1956, he sold a
portion of the aggregated property for
$20,000, and that, as of January 1, 1956, the
aggregated property had a fair market value
of $24,000. At the time of sale, the adjusted
basis of the aggregated property for the pur-
pose of determining gain was $18,000 ($23,000–
$5,000); and the adjusted basis for the purpose
of determining loss was $12,000 ($17,000–
$5,000). The adjusted basis of the portion sold
would be computed as follows:

$20, ( )

$24, ( )

$18, (
)

$15, (
)

000

000

000 000FMV of portion sold

FMV of aggregated property

adjusted
basis for gain

adjusted
basis of portion sold

× =

Taxpayer’s gain would then be computed as
follows:
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$20, ( )

: $15, ( )

$5, ( )

000

000

000

amount received for portionsold

Less adjusted basisof portionsold

gain on portionsold

The adjusted basis of the portion retained as
of January 1, 1956, for the purpose of deter-
mining gain is $3,000 ($18,000–$15,000). For the
purpose of determining loss, the adjusted
basis is $2,000 ($12,000–$10,000).

Example 3. Assume the same facts as in ex-
ample 2, except that a portion of the aggre-

gated property was sold for $5,000 and that
the fair market value of the aggregated prop-
erty at the time of sale was $10,000. The ad-
justed basis of the portion sold would be
computed as follows:

$5, ( )

$10, ( )

$12, (
)

$6, (
)

000

000

000 000FMV of portion sold

FMV of aggregated property

adjusted
basis for loss

adjusted basis
of portion sold

× =

Taxpayers loss would then be computed as
follows:

$5, ( )

: $6, ( )

($1, ) ( )

000

000

000

amount received for portionsold

Less adjusted basisof portionsold

losson portionsold

(5) Basis for gain and loss where min-
eral interests acquired before March 1,
1913, are included in a combination and
one or more of such interests have not
previously been included in an aggrega-
tion. Where mineral interests acquired
before March 1, 1913, are included in a
combination under section 614(b) and
§ 1.614–8 and one or more of such inter-
ests have not previously been included
in an aggregation, the combined prop-
erty has two bases, one for the deter-
mination of gain and another for the
determination of loss upon the disposi-
tion of the whole or a part of the com-
bined property. For the purpose of de-
termining gain, the adjusted basis of
the combined property on the effective
date of combination shall be the sum
of:

(i) The adjusted bases at the time of
deaggregation, as determined under
subparagraph (2) of this paragraph, of
all interests which have previously
been included in an aggregation,

(ii) The unadjusted bases of other
mineral interests acquired on or after
March 1, 1913, and

(iii) The cost of each other interest
acquired before March 1, 1913 (adjusted
for the period before March 1, 1913), or
the fair market value of such interest
as of March 1, 1913, whichever is great-
er,

and such sum shall be adjusted by the
total of all adjustments to the bases of
the mineral interests as required by
section 1016 to the effective date of
combination. For the purpose of deter-
mining loss, the adjusted basis of the
combined property on the effective
date of combination shall be the sum
of:

(iv) The adjusted bases at the time of
deaggregation, as determined under
subparagraph (2) of this paragraph, of
all interests which have previously
been included in an aggregation.
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(v) The unadjusted bases of other
mineral interests acquired on or after
March 1, 1913, and

(vi) The cost of other mineral inter-
ests acquired before March 1, 1913, ad-
justed for the period before March 1,
1913,
and such sum shall be adjusted by the
total of all adjustments to the bases of
the mineral interests as required by
section 1016 to the effective date of
combination. Thereafter, the adjust-
ments to basis required by section 1016
shall apply to the total adjusted basis
of the combined property for all pur-
poses of the Code. Upon disposition of a
part of the combined property, the ad-
justed basis for determining gain and
the adjusted basis for determining loss
with respect to each resultant part of
the combined property shall be deter-
mined in accordance with subpara-
graph (2) of this paragraph.

(b) Holding period of aggregated or com-
bined properties. Where a taxpayer sells
or exchanges either a part or all of an
aggregated or combined property which
includes part or all of a mineral inter-
est which the taxpayer has held for (1
year 6 months for taxable years begin-

ning before 1977; 9 months for taxable
years beginning in 1977) or less, the
sales price and adjusted basis attrib-
utable to the interest sold must be ap-
portioned in proportion to the relative
fair market values as of the date of
sale to determine the amount of in-
come represented by the sale of prop-
erty held for (1 year 6 months for tax-
able years beginning before 1977; 9
months for taxable years beginning in
1977) or less. The application of this
rule may be illustrated by the fol-
lowing example:

Example. Taxpayer A owns operating min-
eral interests Nos. 1, 2, and 3. He acquired in-
terests Nos. 1 and 2 in 1953 but purchased and
made development expenditures on interest
No. 3 on December 1, 1954. In his return for
the taxable year 1954, taxpayer A elects to
aggregate interests Nos. 1, 2, and 3 which are
operated as a unit. On May 1, 1955, taxpayer
A sells the north half of the aggregated prop-
erty which includes portions of interests
Nos. 1, 2, and 3. The sales price of the north
half was $80,000; the adjusted basis of the ag-
gregated property as of the date of sale was
$20,000; and the fair market value of the ag-
gregated property as of the date of sale was
$100,000. The adjusted basis applicable to the
north half is computed as follows:

$80, (
)

$100, (
)

$20, (
)

$16, (
)

000

000
000 000

FMV
of portion sold

FMV of
aggregated property

adjusted basis
of aggregated property

adjusted basis
of portion sold× =

The total gain on the sale is $64,000 ($80,000¥$16,000).

The gain attributable to the sale of the portion held for six months or less is computed as
follows (assuming that the fair market value of the portion of No. 3 included in the sale as
of the date of sale was $30,000):

$30, (
. )

$80, (
)

$16, (
)

$6, (
. )

000
3

000
000 000

3

FMV of
portion of No sold

FMV
of north half

adjusted basis
of north half

adjusted basis of
portion of No sold× =

The gain on the portion of No. 3 sold is $24,000 ($30,000–$6,000).

(c) Acquisition of property with trans-
feror’s basis. If a separate property or
an aggregated or combined property is
acquired in a transaction in which the
basis of such property in the hands of
the taxpayer is determined by ref-
erence to the basis of such property in
the hands of a transferor, then the

election of such transferor as to the
treatment of such separate, aggre-
gated, or combined property shall be
binding upon the taxpayer for all tax-
able years ending after the transfer un-
less, in the case of an aggregation, the
aggregation terminates or consent to
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make a change is obtained under para-
graph (d) (4) of § 1.614–2, paragraph (f)
(7) of § 1.614–3, or paragraph (b) (3) or (e)
(5) of § 1.614–5, whichever is applicable.

(d) Abandonment and casualty losses.
In the case of mineral interests which
are aggregated or combined as one
property, no losses resulting from
worthlessness or abandonment are al-
lowable until all the mineral rights in
the entire aggregated or combined
property are proven to be worthless or
until the entire aggregated or com-
bined property is disposed of or aban-
doned. Casualty losses are allowable in
accordance with the rules applicable to
casualty losses in general. For rules
applicable to losses in general, see sec-
tion 165 and the regulations there-
under.

[T.D. 6524, 26 FR 159, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13701, Oct. 28, 1965; T.D.
7728, 45 FR 72650, Nov. 3, 1980]

§ 1.614–7 Extension of time for per-
forming certain acts.

Sections 1.614–2 to 1.614–5, inclusive,
require certain acts to be performed on
or before May 1, 1961 (the first day of
the first month which begins more
than 90 days after the regulations
under section 614 were published in the
FEDERAL REGISTER as a Treasury deci-
sion). The district director may, upon
good cause shown, extend for a period
not exceeding 6 months the period
within which such acts are to be per-
formed, and shall, if the interests of
the Government would otherwise be
jeopardized thereby, grant such an ex-
tension only if the taxpayer and the
district director agree in writing to a
corresponding or greater extension of
the period prescribed for the assess-
ment of the tax, or in the case of tax-
able years described in section
614(c)(3)(E), the assessment of the tax
resulting from the exercise or change
in an election.

[T.D. 6561, 26 FR 3523, Apr. 25, 1961]

§ 1.614–8 Elections with respect to sep-
arate operating mineral interests
for taxable years beginning after
December 31, 1963, in the case of oil
and gas wells.

(a) Election to treat separate operating
mineral interests as separate properties—
(1) General rule. If a taxpayer has more

than one operating mineral interest in
oil and gas wells in one tract or parcel
of land, he may elect to treat one or
more of such interests as separate
properties for taxable years beginning
after December 31, 1963. Any such in-
terests with respect to which the tax-
payer does not so elect shall be com-
bined and treated as one property. Non-
operating mineral interests may not be
included in such combination. There
may be only one such combination in
one tract or parcel. Any such combina-
tion of interests shall be considered as
one property for all purposes of sub-
title A of the Code for the period to
which the election applies. The pre-
ceding sentence does not preclude the
use of more than one account under a
single method of computing deprecia-
tion or the use of more than one meth-
od of computing depreciation under
section 167, if otherwise proper. Any
reasonable and consistently applied
method or methods of computing de-
preciation of the improvements made
with respect to the separate interests
which are combined may be continued
in accordance with section 167 and the
regulations thereunder. Except as pro-
vided in paragraph (b) of this section,
such an interest in one tract or parcel
may not be combined with such an in-
terest in another tract or parcel. For
rules with respect to the allocation of
the basis of an aggregation of separate
operating mineral interests under this
section among such interests as of the
first day of the first taxable year be-
ginning after December 31, 1963, see
paragraph (a) (2) (ii) of § 1.614–6. For the
definition of operating mineral interest
see paragraph (b) of § 1.614–2.

(2) Election in respect of newly discov-
ered or acquired interest or interest ceas-
ing to participate in cooperative or unit
plan of operation. (i) If the taxpayer
makes an election under this para-
graph in respect of an operating min-
eral interest in a tract or parcel of land
and, after the taxable year for which
such election is made, an additional
operating mineral interest in the same
tract or parcel is discovered or ac-
quired by the taxpayer or is the subject
of an election under this paragraph be-
cause it ceases to participate in a coop-
erative or unit plan of operation to
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which paragraph (b) of this section ap-
plies, the additional operating mineral
interest shall be treated:

(a) If there is no combination of in-
terests in such tract or parcel, as a sep-
arate property unless the taxpayer
elects to combine it with another in-
terest, or

(b) If there is a combination of inter-
ests in such tract or parcel, as part of
such combination unless the taxpayer
elects to treat it as a separate prop-
erty.

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. Prior to 1964 a taxpayer acquired,
and incurred development expenditures with
respect to, three operating mineral interests
in oil, designated Nos. 1, 2, and 3. All three
interests are in the same tract or parcel of
land. For the taxable year 1964, the taxpayer
elects to treat such interests as three sepa-
rate properties. During the taxable year 1965,
the taxpayer discovers and incurs develop-
ment costs with respect to a fourth oper-
ating mineral interest, No. 4, in the same
tract of land. During the taxable year 1966,
the taxpayer discovers and incurs develop-
ment costs with respect to a fifth operating
mineral interest, No. 5, in the same tract of
land. If the taxpayer makes no election rel-
ative to No. 4 for 1965, such interest will
thereafter be treated as a separate property.
Alternatively, the taxpayer may make an
election for 1965 to combine No. 4 with any
one (and only one) of the three other inter-
ests and to treat such combination as one
property. If, for example, he elects to com-
bine No. 4 with No. 3, then in 1966, No. 5 will
automatically become part of the combina-
tion of Nos. 3 and 4 if no election is made to
treat it as a separate property. After the
combination of Nos. 3 and 4 is formed, Nos.
1 and 2, which were acquired or discovered
prior to the formation of the combination
and which were not included in such com-
bination within the time prescribed, may not
be included in that or any other combina-
tion. However, see subparagraph (3) (iv) of
this paragraph.

(3) Manner and scope of election— (i)
Election; when made. Except as provided
hereafter in this subdivision (i), any
election under subparagraph (1) or (2)
of this paragraph shall be made for
each operating mineral interest not
later than the time prescribed by law
for filing the income tax return (in-
cluding extensions thereof) for which-
ever of the following taxable years is
later:

(a) The first taxable year beginning
after December 31, 1963; or

(b) The first taxable year in which
any expenditure for development or op-
eration in respect of such operating
mineral interest is made by the tax-
payer after his acquisition of such in-
terest.
Notwithstanding the provisions of (a)
and (b), if it is determined that the op-
erating mineral interest in respect of
which the election is to be made was,
during what would otherwise be the en-
tire effective period of the election in-
sofar as it would apply to the appro-
priate taxable year determined under
(a) and (b), participating in a coopera-
tive or unit plan of operation to which
section 614(b)(3) applies, the election
shall be made not later than the time
prescribed by law for filing the income
tax return (including extensions there-
of) for the taxable year in which the in-
terest ceases to participate in the coop-
erative or unit plan. See subdivision
(iii) of this subparagraph for provisions
relating to the effective date of an
election and paragraph (b) of this sec-
tion for provisions relating to certain
unitization or pooling arrangements.
For purposes of this subparagraph, ex-
penditures for development include any
intangible drilling or development
costs within the purview of section
263(c). Delay rentals are not considered
as expenditures for development. For
purposes of this subparagraph, the ac-
quisition of an option to acquire an
economic interest in minerals in place
does not constitute the acquisition of a
mineral interest.

(ii) Election; how made. Any election
under this paragraph shall be made by
a statement attached to the income
tax return of the taxpayer for the first
taxable year for which the election is
made. This statement shall identify by
name, code number, or other means the
operating mineral interests within the
same tract or parcel of land which the
taxpayer is electing to treat as sepa-
rate properties or in combination, as
the case may be. The statement shall
also identify by name, code number, or
other means the tract or parcel and
shall set forth the facts upon which its
treatment as a single and entire tract
or parcel is based. See paragraph (a) (3)
of § 1.614–1. However, if the taxpayer is
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electing to treat all of his operating
mineral interests in a tract or parcel as
separate properties, a blanket election
with respect to all of such interests in
that tract or parcel which are owned
by the taxpayer at the time the elec-
tion is made will suffice and only the
tract or parcel itself need be so identi-
fied. The taxpayer shall maintain and
have available records and maps suffi-
cient to clearly define the tract or par-
cel and all of the taxpayer’s operating
mineral interests therein.

(iii) Election; when combination effec-
tive. (a) If, by reason of the exercise or
nonexercise of an election under this
paragraph, a combination is formed of
two or more operating mineral inter-
ests, all of which are owned and oper-
ated by a taxpayer on the first day of
the first taxable year beginning after
December 31, 1963, and are not partici-
pating in a cooperative or unit plan of
operation to which paragraph (b) of
this section applies on such first day,
the combination is effective on such
first day.

(b) If, by reason of the exercise or
nonexercise of an election under this
paragraph, a combination of operating
mineral interests not described in (a) of
this subdivision (including a combina-
tion described in (a) to which another
operating mineral interest is added) is
formed, the date on which each oper-
ating mineral interest which is being
combined by the taxpayer for the first
time enters into the combination is the
later of (1) the earliest date within the
taxable year affected on which the tax-
payer incurred any expenditure for de-
velopment or operation of such interest
at a time when such interest was not
participating in a cooperative or unit
plan of operation to which paragraph
(b) of this section applies, or (2) the
earliest date on which the taxpayer in-
curred any expenditure for develop-
ment or operation of any other interest
with which such interest is to be com-
bined at a time when such other inter-
est was not participating in a coopera-
tive or unit plan of operation to which
paragraph (b) of this section applies.

(c) The application of these provi-
sions may be illustrated by the fol-
lowing examples:

Example 1. In 1963, a taxpayer owned and
operated mineral interests Nos. 1 and 2, both

of which are in the same tract or parcel of
land. Neither No. 1 nor No. 2 participates in
a cooperative or unit plan of operation. The
taxpayer, who is on a calendar year basis,
continued to own and operate these interests
during the year 1964, and made no election
with respect to such interests in his income
tax return for that year. As a result, Nos. 1
and 2 are combined as of January 1, 1964.

Example 2. Assume that the taxpayer de-
scribed in example 1 discovered operating
mineral interests Nos. 3 and 4 in the same
tract or parcel of land as Nos. 1 and 2, that
he made his first expenditures for the devel-
opment of No. 3 on June 1, 1964, and of No. 4
on September 1, 1964, and that, in a timely
return for 1964, he elected to treat No. 3 as a
separate property and made no election with
respect to No. 4. As a result, No. 3 is treated
as a separate property and No. 4 joins the
combination of Nos. 1 and 2 as of September
1, 1964.

Example 3. On March 1, 1964, a taxpayer ac-
quired a tract or parcel of land containing
operating mineral interests Nos. 1 and 2. The
taxpayer made his first operating expendi-
tures on No. 1 on April 1, 1964. On October 1,
1964, the taxpayer made his first develop-
ment expenditures with respect to operating
mineral interest No. 2. The taxpayer made
no election with respect to these interests.
As a result, Nos. 1 and 2 enter into a com-
bination as of October 1, 1964.

(iv) Election; binding effect. A valid
election made under section 614(b) and
this subparagraph shall be binding
upon the taxpayer for the first taxable
year for which made and for all subse-
quent taxable years. However, notwith-
standing the preceding sentence, an
election to treat one or more operating
mineral interests as separate prop-
erties shall not prevent the making of
a later election to combine a newly dis-
covered or acquired operating mineral
interest with one of such interests, if
no other combination exists in the
tract or parcel of land on the date
when the later election would become
effective under subdivision (iii) of this
subparagraph. Nor will an election to
treat an operating mineral interest as
a separate property prevent its treat-
ment with another interest as a single
property under paragraph (b) of this
section if such interest later partici-
pates in a cooperative or unit plan of
operation to which paragraph (b) ap-
plies. For rules relating to the binding
effect of an election in certain cases in
which the basis of a separate or com-
bined property in the hands of the
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transferee is determined by reference
to the basis in the hands of the trans-
feror, see paragraph (c) of § 1.614–6.

(b) Certain unitization or pooling ar-
rangements. (1) Except as provided in
this paragraph, if one or more of the
taxpayer’s operating mineral interests,
or a part or parts thereof, participate,
under a voluntary or compulsory unit-
ization or pooling agreement as defined
in subparagraph (6) of this paragraph,
in a single cooperative or unit plan of
operation, then for the period of such
participation in taxable years begin-
ning after December 31, 1963, such in-
terest or interests, and part or parts
thereof, included in such unit, shall be
treated for purposes of subtitle A of the
Code as one property, separate from
the interest or interests, or part or
parts thereof, not included in such
unit.

(2) Subparagraph (1) of this para-
graph shall apply to a voluntary agree-
ment only if all the operating mineral
interests covered by the agreement are
in the same deposit or are in two or
more deposits, the joint development
or production of which is logical, with-
out taking tax benefits into account,
from the standpoint of geology, con-
venience, economy, or conservation,
and which are in tracts or parcels of
land which are contiguous or in close
proximity. Operating mineral interests
under a voluntary agreement to which
subparagraph (1) does not apply are
subject to the rules contained in para-
graph (a) of this section. For purposes
of this paragraph an agreement is vol-
untary unless required by the laws or
rulings of any State or any agency of
any State.

(3) Notwithstanding the provisions of
subparagraph (1) of this paragraph, if
the taxpayer, for the last taxable year
beginning before January 1, 1964, treat-
ed as separate properties two or more
operating mineral interests which par-
ticipate, under a voluntary or compul-
sory unitization or pooling agreement
entered into in any taxable year begin-
ning before January 1, 1964, in a single
cooperative or unit plan of operation,
and if it is determined that such treat-
ment was proper under the law applica-
ble to such taxable year, the taxpayer
may continue to treat all such inter-
ests in a consistent manner for the pe-

riod of such participation. If it is deter-
mined that such treatment was not
proper under the law applicable to such
taxable year, or if the taxpayer does
not continue to treat all such interests
in a manner consistent with the treat-
ment of them for the last taxable year
beginning before January 1, 1964, the
treatment of the interests shall be in
accordance with the provisions of sub-
paragraph (1).

(4) If only a part of an operating min-
eral interest, which interest is not
being treated under paragraph (a) of
this section as part of a combination of
interests, participates in a unit or pool,
such part shall, for the period of its
participation in the unit or pool, be
treated for purposes of this section as
being separate from the nonpartici-
pating portion of the operating mineral
interest of which it is a part. A portion
of the adjusted basis and of the units of
mineral of such operating mineral in-
terest remaining at the beginning of
the period described in the preceding
sentence shall be allocated to the par-
ticipating part in accordance with the
principles contained in paragraph
(a)(2)(i)(a) of § 1.614–6 as if such partici-
pating part had been sold. If participa-
tion in the unit or pool ends, the sepa-
rate status of the participating part
shall immediately terminate. At such
time the adjusted basis of such part
and the units of mineral with respect
to such part remaining at the time of
termination shall be added to the ad-
justed basis and to the remaining units
of mineral of the nonparticipating por-
tion of the operating mineral interest.
During the period of participation in
the unit or pool such participating part
shall not be treated separately from
the nonparticipating portion of the op-
erating mineral interest in applying
section 165.

(5) Where an operating mineral inter-
est which is being treated under para-
graph (a) of this section as part of a
combination of interests begins par-
ticipation in a unit or pool, the com-
bination shall remain in force but the
treatment of such participating inter-
est as a part of the combination shall
be suspended for the period of its par-
ticipation in the unit or pool. If, for ex-
ample, a taxpayer owns operating min-
eral interests Nos. 1, 2, and 3 in a single
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tract or parcel of land, elects to treat
No. 1 as a separate property (with min-
eral interests Nos. 2 and 3 thus being
combined), is later required by an
agency of a State to place No. 2 in a
unit, and subsequently discovers oper-
ating mineral interest No. 4 in the
same tract or parcel of land, then
under paragraph (a)(2)(i)(b) of this sec-
tion No. 4 will automatically be com-
bined with No. 3 unless the taxpayer
elects to treat it as a separate prop-
erty. Under this subparagraph, an in-
terest may be treated as part of a com-
bination for a portion of a taxable year
and as part of a unit or pool for a por-
tion of a taxable year. At the com-
mencement of participation in the unit
or pool, a portion of the adjusted basis
of the combination and a portion of the
units of mineral with respect to the
combination remaining at that time
shall be allocated to such participating
interest in accordance with the prin-
ciples contained in paragraph
(a)(2)(i)(a) of § 1.614–6 as if such interest
had been sold. During the period of par-
ticipation in the unit or pool such par-
ticipating interest is nevertheless
treated as a part of the combination
for purposes of paragraph (d) of § 1.614–
6. If participation in the unit or pool
ends, the treatment of such interest as
participating in the unit or pool shall
immediately terminate. At such time,
the adjusted basis of the participating
interest and the units of mineral with
respect to such interest remaining at
the time of termination shall be added
to the adjusted basis and to the re-
maining units of mineral of the non-
participating portion of the combina-
tion. In determining the adjusted basis
of the participating interest at the
time of termination there shall be
taken into account any section 1016 ad-
justments attributable to such interest
for the period of its participation in
the unit or pool. If two or more oper-
ating mineral interests of the taxpayer
participate in a unit or pool and are
treated as one property under subpara-
graph (1) of this paragraph, and if par-
ticipation by such interests in the unit
or pool terminates, the adjusted basis
of each such interest at the time of ter-
mination shall be separately deter-
mined. If the total of the adjusted
bases of such interests upon termi-

nation of their participation in the
unit or pool exceeds the adjusted basis
of such one property, then the adjusted
bases of such interests shall be further
adjusted by applying the principles
contained in paragraph (a)(2)(ii)(b)(ii)
of § 1.614–6 so that the total of the ad-
justed bases of such interests equals
the adjusted basis of such one property.
In addition, the units of oil and gas es-
timated to be attributable to a partici-
pating interest at the time of termi-
nation of participation shall be re-
stored to the units of oil and gas of the
combination of which it is a part. The
rules stated in this subparagraph with
respect to an operating mineral inter-
est which is being treated under para-
graph (a) of this section as part of a
combination and which begins partici-
pation in a unit or pool shall also apply
to a portion of an operating mineral in-
terest which is being treated under
paragraph (a) as part of a combination
if such portion begins participation in
a unit or pool.

(6) As used in this paragraph, the
term unitization or pooling agreement
means an agreement under which two
or more persons owning operating min-
eral interests agree to have the inter-
ests operated on a unified basis and
further agree to share in production on
a stipulated percentage or fractional
basis regardless of from which interest
or interests the oil or gas is produced.
In addition, in a situation in which one
person owns operating mineral inter-
ests in several leases, an agreement of
such person with his several royalty
owners to determine the royalties pay-
able to each on a stipulated percentage
basis regardless of from which lease or
leases oil or gas is obtained is also con-
sidered to be a unitization or pooling
agreement. No formal cross-convey-
ance of properties is necessary. An
agreement between co-owners of a
tract or parcel of land or a part thereof
for the development of the property by
one of such co-owners for the account
of all is not a unitization or pooling
agreement, provided that the agree-
ment does not affect ownership of min-
erals or entitle any such co-owner to
share in production from any operating
mineral interests other than his own.

(c) Operating mineral interest defined.
For the definition of the term operating
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mineral interest as used in this section,
see paragraph (b) of § 1.614–2.

(d) Alternative treatment under Internal
Revenue Code of 1939. If, on the day pre-
ceding the first day of the first taxable
year beginning after December 31, 1963,
the taxpayer has any operating min-
eral interests which he treats under
section 614(d) (as in effect before the
amendments made by the Revenue Act
of 1964) and § 1.614–4, such treatment
shall be continued and shall be deemed
to have been adopted pursuant to the
provisions of section 614(b) and para-
graph (a) of this section. Accordingly, a
taxpayer, who has four operating min-
eral interests in a single tract or parcel
of land, and who has treated two of
such interests as one property and two
of such interests as separate properties
under section 614(d) prior to the first
day of the first taxable year beginning
after December 31, 1963, is deemed to
have adopted such treatment pursuant
to the provisions of section 614(b) and
paragraph (a) of this section. Hence, in
the absence of an election to the con-
trary, a fifth operating mineral inter-
est in the same tract or parcel acquired
by the taxpayer in a taxable year be-
ginning after December 31, 1963, will,
after an expenditure for development
or operation, be combined with the
combination of two interests made
under section 614(d). Furthermore, an
election which was made for a taxable
year beginning before January 1, 1964,
under section 614(d) as then in effect
will be binding for all taxable years be-
ginning after December 31, 1963, even
though the time for making an election
under section 614(b) and paragraph (a)
of this section has not elapsed.

[T.D. 6859, 30 FR 13703, Oct. 28, 1965]

§ 1.615–1 Pre-1970 exploration expendi-
tures.

(a) General rule. Section 615 pre-
scribes rules for the treatment of ex-
penditures (paid or incurred before
January 1, 1970) for ascertaining the
existence, location, extent, or quality
of any deposit of ore or other mineral
(other than oil or gas) paid or incurred
by the taxpayer before the beginning of
the development stage of the mine or
other natural deposit. Such expendi-
tures hereinafter in the regulations
under section 615 will be referred to as

exploration expenditures. The develop-
ment stage of the mine or other nat-
ural deposit will be deemed to begin at
the time when, in consideration of all
the facts and circumstances (including
the actions of the taxpayer), deposits
of ore or other mineral are shown to
exist in sufficient quantity and quality
to reasonably justify commercial ex-
ploitation by the taxpayer. A taxpayer
who elects under section (e) may treat
exploration expenditures under either
section 615(a) or section 615(b). See
§ 1.615–6 for the method of making the
election to treat exploration expendi-
tures under section 615. Under section
615(a), a taxpayer may, at his option,
deduct exploration expenditures paid
or incurred in an amount not to exceed
$100,000 for any taxable year. Under
section 615(b) and § 1.615–2, he may elect
to defer any part of such amount and
deduct such part on a ratable basis as
the units of produced minerals bene-
fited by such expenditures are sold. If
the taxpayer does not treat exploration
expenditures under either section 615
(a) or (b) in any year for which his elec-
tion under section 615(e) is effective,
the expenditures for such year will be
charged to depletable capital account.
The option to deduct under section
615(a) and the election to defer under
section 615(b), however, are subject to
the limitation provided in section
615(c) and § 1.615–4. In the case of cer-
tain corporations which are members
of an affiliated group which has elected
the 100 percent dividends received de-
duction under section 243(b), see sec-
tion 243(b) (3) and § 1.243–5 for limita-
tions on the option to deduct under
section 615(a) and the election to defer
under section 615(b).

(b) Expenditures to which section 615 is
not applicable. (1) Section 615 is not ap-
plicable to expenditures which would
be allowed as a deduction for the tax-
able year without regard to such sec-
tion.

(2) Section 615 is not applicable to ex-
penditures which are reflected in im-
provements subject to allowances for
depreciation under sections 167 and 611.
However, allowances for depreciation
of such improvements which are used
in the exploration of ores or minerals
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are considered exploration expendi-
tures under section 615. If such im-
provements are used only in part for
exploration during a taxable year, an
allocable portion of the allowance for
depreciation shall be treated as an ex-
ploration expenditure.

(3) Section 615 is applicable to explo-
ration expenditures paid or incurred by
a taxpayer in connection with the ac-
quisition of a fractional share of the
working or operating interest to the
extent of the fractional interest so ac-
quired by the taxpayer. The expendi-
tures attributable to the remaining
fractional share shall be considered as
the cost of his acquired interest and
shall be recovered through depletion
allowances. For example, taxpayer A
owns mineral leases on unexplored
mineral lands and agrees to convey an
undivided three-fourths (3⁄4) interest in
such leases to taxpayer B provided B
will pay all of the exploration expendi-
tures for ascertaining the existence, lo-
cation, extent, or quality of any de-
posit of ore or other mineral which will
be incurred before the beginning of the
development stage. B shall treat three-
fourths of such amount under section
615, and shall treat one-fourth of such
amount as part of the cost of his inter-
est, recoverable through depletion.

(4) The provisions of section 615 do
not apply to costs of exploration which
are reflected in the amount which the
taxpayer paid or incurred to acquire
the property. Such provisions apply
only to costs paid or incurred by the
taxpayer for exploration undertaken
directly or through a contract by the
taxpayer. See, however, sections 381(a)
and 381(c) (10) for special rules with re-
spect to deferred exploration expendi-
tures in certain corporate acquisitions.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7192, 37 FR 12938, June 30,
1972]

§ 1.615–2 Deduction of pre-1970 explo-
ration expenditures in the year
paid or incurred.

(a) In general. (1) If the election to
treat exploration expenditures under
section 615 has been made or is deemed
made under § 1.615–6(b) subject to the
total limitation of $100,000, a taxpayer
who has made exploration expenditures
prior to January 1, 1970, with respect to

more than one mine or other natural
deposit may deduct for a taxable year
for which such election is effective any
portion of such expenditures attrib-
utable to each mine or deposit. With
respect to a particular mine or other
natural deposit, a taxpayer who has
made the election described in the pre-
ceding sentence may deduct under sec-
tion 615(a) a portion of the exploration
expenditures and may defer and deduct
under section 615(b) the balance of such
expenditures. For any taxable year for
which the election to treat exploration
expenditures under section 615 is effec-
tive, the taxpayer must charge any
amount of exploration expenditures in
excess of $100,000 to capital account
and must charge to capital account
whatever amount has not been de-
ducted currently or deferred. For ex-
ample, taxpayer A who has elected
under section 615(e) has three mines, X,
Y, and Z. In the taxable year 1967, A
makes exploration expenditures of
$75,000 with respect to each mine. The
total allowable deduction for explo-
ration expenditures is $100,000. A de-
ducts $50,000 and defers $25,000 with re-
spect to X. He deducts $25,000, and
charges to capital account $50,000 with
respect to Y, and charges to capital ac-
count the entire $75,000 paid with re-
spect to Z. Thus, A has deducted or de-
ferred $100,000 and capitalized the ex-
cess.

(2) Except as provided in section
615(e) and § 1.615–6, a taxpayer cannot
change his treatment of exploration ex-
penditures for a taxable year after the
due date (including extensions of time)
for filing the return for the taxable
year except where it is subsequently
determined that any part of such ex-
ploration expenditures deducted under
section 615(a) or deferred under section
615(b) are not exploration expenditures
for the taxable year. Where the tax-
payer has made the election to treat
exploration expenditures under section
615 and it is subsequently determined
that part of the expenditures deducted
under section 615(a) or deferred under
section 615(b), for a taxable year, were
not exploration expenditures for such
taxable year, the exploration expendi-
tures required to be charged to capital
account for such taxable year by rea-
son of the limitation may be deducted
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or deferred (to the extent of the subse-
quent determination) and proper ad-
justment made to capital account. A
taxpayer claiming a deduction under
section 615(a) shall indicate clearly on
his income tax return the amount of
the deduction claimed under such sec-
tion with respect to each mine or other
natural deposit. Such mine or deposit
shall be identified by an adequate de-
scription.

[T.D. 7192, 37 FR 12938, June 30, 1972]

§ 1.615–3 Election to defer pre-1970 ex-
ploration expenditures.

(a) General rule. A taxpayer who
makes the election provided in section
615(e) may defer any portion of the ex-
ploration expenditures made before
January 1, 1970, with respect to each
mine or other natural deposit, subject
to the limitations described in section
615(c) and § 1.615–4. The amounts so de-
ferred shall be deducted ratably as the
units of produced ores or minerals dis-
covered or explored by reason of such
expenditures are sold.

(b) Effect and manner of making elec-
tion. (1) The election to defer explo-
ration expenditures shall apply only to
expenditures for the taxable year for
which made. However, once made, the
election shall be binding with respect
to the expenditures for that taxable
year. Thus, a taxpayer cannot revoke
his election for any reason whatsoever.

(2) The election shall be made for
each mine or other natural deposit by
a clear indication on the return or by a
statement filed with the district direc-
tor with whom the return was filed, not
later than the time prescribed by law
for filing such return (including exten-
sions thereof) for the taxable year to
which such election is applicable.

(c) Expenditures made by the owner
who retains a non-operating mineral in-
terest. (1) A taxpayer who elects to
defer exploration expenditures and
thereafter transfers his interest in the
mine or other natural deposit, retain-
ing an economic interest therein, shall
deduct an amount attributable to such
interest on a pro rata basis as the in-
terest pays out. For example, a tax-
payer who defers exploration expendi-
tures and then leases his deposit, re-
taining a royalty interest therein,
shall deduct the deferred expenditures

ratably as he receives royalties. If the
taxpayer receives a bonus or advanced
royalties in connection with the trans-
fer of his interest, he shall deduct de-
ferred expenditures allocable to such
bonus or advanced royalties in an
amount which is in the same propor-
tion to the total of such costs as the
bonus or advanced royalties bears to
the bonus and total royalties expected
to be received. Also, in the case of a
transfer of a mine or other natural de-
posit by a taxpayer who retains a pro-
duction payment therein, he shall de-
duct the exploration expenditures rat-
ably over the payments expected to be
received.

(2) Where a taxpayer receives an
amount, in addition to retaining an
economic interest, which amount is
treated as from the sale or exchange of
a capital asset or property treated
under section 1231 (except coal or iron
ore to which section 631(c) applies), the
deferred exploration expenditures shall
be allocated between the interest sold
and the interest retained in proportion
to the fair market values of each inter-
est as of the date of sale. The amount
allocated to the interest sold may not
be deducted, but shall be a part of the
basis of such interest.

(d) Losses from abandonment. Section
165 and the regulations thereunder con-
tain general rules relating to the treat-
ment of losses resulting from abandon-
ment.

(e) Computation of amount of deduc-
tion. The amount of the deduction al-
lowable during the taxable year is an
amount A, which bears the same ratio
to B (the total deferred exploration ex-
penditures for a particular mine or
other natural deposit reduced by the
amount of such expenditures deducted
in prior taxable years) as C (the num-
ber of units of the ore or mineral bene-
fited by such expenditures sold during
the taxable year) bears to D (the num-
ber of units of ore or mineral benefited
by such expenditures remaining as of
the taxable year). For the purposes of
this proportion, the number of units of
ore or mineral benefited by such expendi-
tures remaining as of the taxable year is
the number of units of ore or mineral
benefited by the deferred exploration
expenditures remaining at the end of
the year to be recovered from the mine
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or other natural deposit (including
units benefited by such expenditures
recovered but not sold) plus the num-
ber of units benefited by such expendi-
tures sold within the taxable year. The
principles outlined in § 1.611–2 are appli-
cable in estimating the number of
units remaining as of the taxable year
and the number of units sold during
the taxable year. The estimate is sub-
ject to revision in accordance with that
section in the event it is ascertained
from any source, such as operations or
development work, that the remaining
units are materially greater or less
than the number of units remaining
from a prior estimate.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6685, 28 FR 11405, Oct. 24,
1963; T.D. 6841, 30 FR 9306, July 27, 1965; T.D.
7192, 37 FR 12939, June 30, 1972]

§ 1.615–4 Limitation of amount deduct-
ible.

(a) Taxable years beginning before July
7, 1960. For any taxable year beginning
before July 7, 1960 (including taxable
years of less than 12 months), a tax-
payer may deduct or defer exploration
expenditures paid or incurred in the
taxable year in an amount not in ex-
cess of $100,000. However, for such tax-
able years, the taxpayer may not avail
himself of the provisions of section 615
for more than four taxable years (in-
cluding taxable years of less than 12
months and taxable years subject to
the Internal Revenue Code of 1939).
Such four taxable years need not be
consecutive. In determining the num-
ber of years in which a taxpayer has
availed himself of section 615, a year
for which he makes an election to defer
exploration expenditures shall count as
one year. Any subsequent taxable year
in which such deferred expenditures are
deducted shall not be taken into ac-
count as one of the four years. For pur-
poses of the 4-year limitation, a year in
which both a deduction and an election
to defer are availed of by the taxpayer
shall be taken into account as only one
year.

(b) Taxable years beginning after July
6, 1960. For any taxable year beginning
after July 6, 1960 (including taxable
years of less than 12 months), a tax-
payer who is otherwise eligible may de-
duct or defer exploration expenditures

paid or incurred before January 1, 1970,
in the lesser of the following amounts:

(1) The amount paid or incurred in
the taxable year,

(2) $100,000, or
(3) $400,000 minus all amounts de-

ducted or deferred for taxable years
ending after December 31, 1950.
For purposes of this paragraph, the
number of taxable years for which the
taxpayer availed himself of the provi-
sions of section 615 or the cor-
responding provisions of prior law is
immaterial.

(c) Special rules for previously deferred
expenditures. In determining whether
an election to defer was availed of in
applying the limitations of paragraphs
(a) and (b) of this section, there shall
be taken into account any year with
respect to which amounts were de-
ferred but not fully deducted because of
a sale or other disposition of the min-
eral property, even though the balance
of the deferred amounts was treated as
part of the basis of the mineral prop-
erty in determining gain or loss from
the sale.

(d) Example of application of provi-
sions. The application of the provisions
of subparagraphs (a) and (b) of this sec-
tion may be illustrated by the fol-
lowing example:

Example. A taxpayer on the calendar year
basis, who has never claimed the benefits of
section 615, or section 23(ff) of the 1939 Code,
expended $200,000 for exploration expendi-
tures during the year 1956. For each of the
years 1957, 1958, 1959, and 1960 the taxpayer
had exploration costs of $80,000. The tax-
payer deducted or deferred the maximum
amounts allowed for each of the years 1956,
1957, 1958, and 1959. None of the $80,000 ex-
penditures for 1960 could be deducted or de-
ferred by the taxpayer because he had al-
ready deducted or deferred exploration ex-
penditures for 4 prior years. In 1961 the tax-
payer expended $200,000 for exploration ex-
penditures. The maximum amount the tax-
payer may deduct or defer for the taxable
year 1961 is $60,000 computed as follows:

(1) Add all yearly amounts deducted or de-
ferred for exploration expenditures by the
taxpayer for prior years.

Year Expendi-
tures

Deducted
or de-
ferred

1956 ................................................... $200,000 $100,000
1957 ................................................... 80,000 80,000
1958 ................................................... 80,000 80,000
1959 ................................................... 80,000 80,000
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Year Expendi-
tures

Deducted
or de-
ferred

1960 ................................................... 80,000 0

Total .................................... ................ 340,000

(2) Subtract the sum of the amounts ob-
tained in (1), $340,000, from $400,000, the max-
imum amount allowable to the taxpayer for
deductions or deferrals of exploration ex-
penditures.
Maximum amount allowable to taxpayer ............. $400,000
Sum of amounts obtained in (1) .......................... 340,000

60,000

(e) Transferee of mineral property. (1)
Where an individual or corporation
transfers any property to the taxpayer
and the transfer is one to which any of
the subdivisions of this subparagraph
apply, the taxpayer shall take into ac-
count for purposes of the 4-year limita-
tion described in paragraph (a) of this
section, all years that the transferor
deducted or deferred exploration ex-
penditures, and for purposes of the
$400,000 limitation described in para-
graph (b) of this section, all amounts
that the transferor deducted or de-
ferred.

(i) The taxpayer acquired any min-
eral property in a transaction de-
scribed in section 23(ff)(3) of the Inter-
nal Revenue Code of 1939, excluding the
reference therein to section 113(a)(13).

(ii) The taxpayer would be entitled
under section 381(c)(10) to deduct explo-
ration expenditures if the transferor
(or distributor) corporation had elected
to defer such expenditures. For exam-
ple, if the taxpayer acquired any min-
eral property in a transaction de-
scribed in section 381(a) (relating to the
acquisition of assets through certain
corporate liquidations and reorganiza-
tions), there shall be taken into ac-
count in applying the limitations of
paragraph (a) of this section the years
in which the transferor exercised the
election to defer or deduct exploration
expenditures, and there shall be taken
into account in applying the limita-
tions of paragraph (b) of this section
any amount so deducted or deferred.
See also section 381(c)(10) and the regu-
lations thereunder.

(iii) The taxpayer acquired any min-
eral property under circumstances
which make applicable the following
sections of the Internal Revenue Code:

(a) Section 334(b)(1), relating to the
liquidation of a subsidiary where the
basis of the property in the hands of
the distributee is the same as it would
be in the hands of the transferor.

(b) Section 362 (a) and (b), relating to
property acquired by a corporation as
paid-in surplus or as a contribution to
capital, or in connection with a trans-
action to which section 351 applies.

(c) Section 372(a), relating to reorga-
nization in certain receiverships and
bankruptcy proceedings.

(d) Section 373(b)(1), relating to prop-
erty of a railroad corporation acquired
in certain bankruptcy or recivership
proceedings.

(e) Section 1051, relating to property
acquired by a corporation that is a
member of an affiliated group.

(f) Section 1082, relating to property
acquired pursuant to a Securities Ex-
change Commission order.

(2) For purposes of subparagraph (1)
of this paragraph, it is immaterial
whether a deduction has been allowed
or an election has been made by the
transferor with respect to the specific
mineral property transferred.

(3) Where a mineral property is ac-
quired under any circumstance except
those described in subparagraph (1) of
this paragraph, the taxpayer is not re-
quired to take into account the elec-
tion exercised by or deduction allowed
to his transferor.

(4) For purposes of applying the limi-
tations imposed by section 615(c): (i)
the partner, and not the partnership,
shall be considered as the taxpayer (see
paragraph (a)(8)(iii) of § 1.702–1), and (ii)
an electing small business corporation,
as defined in section 1371(b), and not its
shareholders, shall be considered as the
taxpayer.

(5) For purposes of subparagraph
(1)(iii)(b) of this paragraph: (i) if min-
eral property is acquired from a part-
nership, the transfer shall be consid-
ered as having been made by the indi-
vidual partners, so that the number of
years for which section 615 has been
availed of by each partner and the
amounts which each partner has de-
ducted or deferred under section 615
shall be taken into account, or (ii) if on
interest in a partnership having min-
eral property is transferred, the trans-
fer shall be considered as a transfer of
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mineral property by the partner or
partners relinquishing an interest, so
that the number of years for which sec-
tion 615 has been availed of by each
such partner and the amounts which
each such partner has deducted or de-
ferred under section 615 shall be taken
into account.

(f) Examples. The application of the
provisions of this section may be illus-
trated by the following examples:

Example 1. A calendar year taxpayer who
has never claimed the benefits of section 615
received in 1956 a mineral deposit from X
Corporation upon a distribution in complete
liquidation of the latter under conditions
which would make the provisions of section
334(b)(1) applicable in determining the basis
of the property in the hands of the taxpayer.
During the year 1955 X Corporation expended
$60,000 for exploration expenditures which it
elected to treat as deferred expenses. Assume
further that the taxpayer made similar ex-
penditures of $150,000, $125,000, $100,000,
$60,000, and $180,000 for the years 1956, 1957,
1958, 1959, and 1961, respectively, which the
taxpayer elected to deduct for each of those
years to the extent allowable. No such ex-
penditures were made for 1960. On the basis
of these facts, the taxpayer may deduct or
defer $100,000 for each of the years 1956, 1957,
and 1958. No deduction or deferral is allow-
able for 1959 since the 4-year limitation of
paragraph (a) of this section applies. The
taxpayer may deduct or defer a maximum of
$40,000 for 1961 since the $400,000 limitation of
paragraph (b) of this section applies, but the
4-year limitation of paragraph (a) does not
apply.

Example 2. Assume the same facts stated in
example 1 except that, prior to acquisition
by the taxpayer of the deposit from X Cor-
poration in 1956, X Corporation had acquired
the deposit in 1954 in a similar distribution
from Y Corporation which, in the years 1952
and 1953, deducted exploration costs paid in
respect of an entirely different deposit in the
amounts of $30,000 and $50,000, respectively.
Under these circumstances, the taxpayer
may deduct or defer exploration expendi-
tures paid or incurred in the amount of
$100,000 for 1956. No deduction or deferral is
allowable to the taxpayer for expenditures
made in 1957, 1958, and 1959 since the 4-year
limitation of paragraph (a) applies. The tax-
payer may deduct or defer a maximum of
$100,000 for 1961 since the 4-year limitation of
paragraph (a) of this section no longer ap-
plies. If the taxpayer deducted or deferred
$100,000 for each of the years 1956 and 1961
and also made exploration expenditures in
1962, the taxpayer may deduct or defer a
maximum of $60,000 for that year under the
$400,000 limitation of paragraph (b) of this
section.

Example 3. In 1957, A and B transfer assets
to a corporation under circumstances mak-
ing section 351 applicable to such a transfer.
Among the assets transferred by A is a min-
eral lease with respect to certain coal lands.
A has deducted exploration expenditures
under section 615 for the years 1954 and 1956
in the amounts of $50,000 and $100,000, respec-
tively, made with respect to other deposits
not included in the transfer to the corpora-
tion. The corporation shall be required to
take into account the deductions previously
made by A for purposes of applying the limi-
tations of paragraphs (a) and (b) of this sec-
tion.

Example 4. In 1956, A, B, and C form a part-
nership for the purpose of exploring for, de-
veloping, and producing uranium. A contrib-
utes a uranium lease to the partnership. A
had individually made exploration expenses
in the amount of $50,000 and $100,000 with re-
spect to other mineral properties not con-
tributed to the partnership and which he has
deducted under section 615(a) for the years
1954 and 1955, respectively. B contributes a
uranium lease to the partnership on which
he made exploration expenditures in the
amount of $100,000 in 1955 which he elected to
defer under section 615(b). This is the only
year in which B has used section 615. C con-
tributes only cash to the partnership and has
not previously used section 615. Subject to
the limitations of section 615, for taxable
years beginning before July 7, 1960, A may
deduct or defer exploration expenses for two
more taxable years (either as to expenditures
incurred by him individually or with respect
to his distributive share of partnership ex-
ploration expenses). B may deduct or defer
exploration expenditures for three more
years, and C may deduct or defer exploration
expenditures for four years. For taxable
years beginning after July 6, 1960, subject in
each case to the $100,000 limitation per year,
A may deduct or defer exploration expendi-
tures in an amount not in excess of $250,000
($400,000–$150,000), either as to expenditures
incurred by him individually or with respect
to his distributive share of partnership ex-
ploration expenditures. B may similarly de-
duct or defer exploration expenditures in an
amount not in excess of $300,000 ($400,000–
$100,000), and C may deduct or defer explo-
ration expenditures in an amount not in ex-
cess of $400,000.

[T.D. 6685, 28 FR 11405, Oct. 24, 1963; as
amended by T.D. 7192, 37 FR 12939, June 30,
1972

§ 1.615–5 Time for making election
with respect to returns due on or
before May 2, 1960.

In the case of any taxable year begin-
ning after December 31, 1953, and end-
ing after August 16, 1954, the income
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tax return for which is due not later
than May 2, 1960, the time for exer-
cising any option or making any elec-
tion under section 615 shall expire on
May 2, 1960.

§ 1.615–6 Election to deduct under sec-
tion 615.

(a) General rule. The election to de-
duct or defer exploration expenditures
under section 615 shall be made in a
statement filed with the director of the
Internal Revenue service center with
whom the taxpayer’s income tax return
is required to be filed. If the election is
made within the time period prescribed
for filing an income tax return (includ-
ing extensions thereof) for the first
taxable year ending after September 12,
1966, during which the taxpayer pays or
incurs expenditures which are within
the scope of section 615 and which are
paid or incurred by him after Sep-
tember 12, 1966, this statement shall be
attached to the taxpayer’s income tax
return for such taxable year. If the
election is made after the time pre-
scribed for filing such return but before
the expiration of the period (described
in paragraph (e) of this section) for
making the election under section
615(e), the statement must be signed by
the taxpayer or his authorized rep-
resentative. The statement shall be
filed even though the taxpayer charges
to capital account all such expendi-
tures paid or incurred by him during
such taxable year after such date. The
statement shall clearly indicate that
the taxpayer elects to have section 615
apply to all amounts deducted or de-
ferred by him with respect to explo-
ration expenditures paid or incurred
after September 12, 1966, and before
January 1, 1970. If the taxpayer desires,
he may file this statement by attach-
ing it to his return for a taxable year
prior to the first taxable year ending
after September 12, 1966, in which he
pays or incurs exploration expendi-
tures. Except as provided in paragraph
(b) of this section, if the taxpayer does
not file such a statement within the
period prescribed by section 615(e) and
paragraph (e) of this section, any
amounts deducted by him with respect
to exploration expenditures paid or in-
curred after September 12, 1966, will be

deemed to have been deducted pursuant
to an election under section 617(a).

(b) Exception. The last sentence of
paragraph (a) of this section shall not
apply if all exploration expenditures
paid or incurred by the taxpayer after
September 12, 1966, and before January
1, 1970, and deducted by him on his in-
come tax return for the first taxable
year ending after September 12, 1966,
during which he pays or incurs such ex-
penditures are outside the scope of sec-
tion 617(a) (as it existed before its
amendment by section 504(b) of the Tax
Reform Act of 1969). For example, as-
sume that, in his return for his taxable
year ending December 31, 1966, a cal-
endar-year taxpayer deducts explo-
ration expenditures paid or incurred
after September 12, 1966, and does not
attach to his return the statement de-
scribed in paragraph (a) of this section.
However, all of the exploration expend-
itures paid or incurred by the taxpayer
after September 12, 1966, and before the
end of the taxable year were paid or in-
curred with respect to minerals located
neither in the United States nor on the
Outer Continental Shelf. The taxpayer
will be deemed to have made an elec-
tion under section 615(e) by deducting
all or part of those expenditures as ex-
penses in his income tax return.

(c) Information to be furnished. A tax-
payer who makes or has made an elec-
tion under section 615(e) with respect
to expenditures paid or incurred after
September 12, 1966, and before January
1, 1970, shall indicate clearly on his in-
come tax return for each taxable year
for which he deducts any such expendi-
tures the amount of the deduction
claimed under section 615 (a) or (b)
with respect to each property or mine.
The property or mine shall be identi-
fied by a description adequate to per-
mit application of the rules of section
615(g) (relating to effect of transfer of
mineral property).

(d) Effect of election—(1) In general. A
taxpayer who has made or is deemed to
have made an election under section
615(e) may not make an election under
section 617(a) with respect to expendi-
tures made before January 1, 1970, un-
less, within the period set forth in sec-
tion 615(e), he revokes his election
under section 615(e). Except as provided
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in paragraph (a)(2) of § 1.615–2, a tax-
payer who makes an election under
section 615(e) may not change his
treatment of exploration expenditures
deducted, deferred, or capitalized pur-
suant to such election unless he re-
vokes the election made under section
615(e).

(2) Transfer of mineral property. The
binding effect of a taxpayer’s election
under section 615(e) shall not be af-
fected by his receiving property with
respect to which deductions have been
allowed under section 617(a). However,
see section 615(g)(2) and § 1.615–7 for
rules under which amounts deducted
under section 615 by a transferor may
be subject to recapture in the hands of
a transferee who has made an election
under section 617(a). See § 1.617–
3(d)(2)(ii) for rules under which
amounts deducted under section 617(a)
by a transferor may be subject to re-
capture in the hands of a transferee
who has made an election under sec-
tion 615(e).

(e) Time for making election under sec-
tion 615(e). A taxpayer may not make
an election under section 615(e) after
the expiration of the 3-year period be-
ginning with the date prescribed by
section 6072 or other provision of law
for filing the taxpayer’s income tax re-
turn for the first taxable year ending
after September 12, 1966, in which the
taxpayer pays or incurs expenditures
to which section 615(a) would apply if
an election were made under section
615(e). This 3-year period shall be deter-
mined without regard to any extension
of time for filing the taxpayer’s income
tax return for such year. An election
under section 615(e) may not be made
after the expiration of the 3-year pe-
riod even though the taxpayer charged
to capital account, or erroneously de-
ducted as development expenditures
under section 616, all exploration ex-
penditures paid or incurred by him
after September 12, 1966, and before the
end of his first taxable year ending
after September 12, 1966, in which he
paid or incurred such expenditures.

(f) Revocation of section 615(e) elec-
tion— (1) Manner of revoking election. A
taxpayer may revoke an election made
by him under section 615(e) by filing
with the director of the Internal Rev-
enue service center with whom the tax-

payer’s income tax return is required
to be filed, within the period set forth
in subparagraph (2) of this paragraph, a
statement, signed by the taxpayer or
his authorized representative, which
sets forth that the taxpayer is revok-
ing the election previously made by
him with respect to exploration ex-
penditures paid or incurred after Sep-
tember 12, 1966, and states with whom
and where the document making the
election was filed. Such revocation
shall be a revocation for all taxable
years for which the taxpayer’s election
was in effect and the taxpayer revoking
such an election shall file amended in-
come tax returns, reflecting any in-
crease or decrease in tax attributable
to the revocation of election. In apply-
ing the revocation of election to the
years affected there shall be taken into
account the effect that any adjust-
ments resulting from the revocation of
election shall have on other items af-
fected thereby (such as the deduction
for charitable contributions, the for-
eign tax credit, net operating loss, and
other deductions or credits the amount
of which is limited by the taxpayer’s
income) and the effect that adjust-
ments of any such items have on items
in other taxable years.

(2) Time for revoking election under sec-
tion 615(e). An election under section
615(e) may be revoked at any time be-
fore the expiration of the 3-year period
described in paragraph (e) of this sec-
tion. Such an election may not be re-
voked after the expiration of the 3-year
period.

(3) Additional information to be fur-
nished by a transferor of mineral prop-
erty. If, before revoking his election,
the taxpayer has transferred any min-
eral property with respect to which he
deducted exploration expenditures paid
or incurred after September 12, 1966,
and before January 1, 1970, to another
person in a transaction as a result of
which the basis of such property in the
hands of the transferee is determined
by reference to the basis in the hands
of the transferor, the statement sub-
mitted pursuant to subparagraph (1) of
this paragraph shall state that such
property has been so transferred and
shall identify the transferee, the prop-
erty transferred, and the date of the
transfer. The preceding sentence shall
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not apply in the case of any mineral
property transferred after December 31,
1969.

(g) Taxable years beginning before Sep-
tember 13, 1966, and ending after Sep-
tember 12, 1966—(1) In general. An elec-
tion made under section 615(e) applies
only to expenditures paid or incurred
after September 12, 1966. The income
tax treatment of exploration expendi-
tures paid or incurred before Sep-
tember 13, 1966, will be determined in
accordance with the provisions of sec-
tion 615 prior to its amendment by the
Act of September 12, 1966 (Public Law
89–570, 80 Stat. 759). If a taxpayer
makes an election under section 615(e)
in his income tax return for a taxable
year which begins before September 13,
1966, and which ends after September
12, 1966, amounts deducted and
amounts deferred under section 615
with respect to expenditures paid or in-
curred during such taxable year but be-
fore September 13, 1966, will be taken
into account in determining whether
the $100,000 limitation set forth in sec-
tion 615(a) is reached during the tax-
able year. Similarly, a taxpayer who
makes an election under section 615(e)
shall take into account expenditures
deducted or deferred under section 615
for the period prior to September 13,
1966, in determining when the $400,000
overall limitation set forth in section
615(c) is reached. The fact that a tax-
payer deducts or defers under section
615 exploration expenditures paid or in-
curred prior to September 13, 1966,
shall not affect his right to make an
election under section 617(a) to deduct
under section 617 expenditures paid or
incurred after September 12, 1966.

(2) Allocation in case of inadequate
records. If a taxpayer pays or incurs ex-
ploration expenditures during a taxable
year beginning before September 13,
1966, and ending after September 12,
1966, but his records as to any mine or
property are inadequate to permit a de-
termination of the amount paid or in-
curred during the portion of the year
ending after September 12, 1966, and
the amount paid or incurred on or be-
fore such date, the exploration expendi-
tures, as to which the records are inad-
equate, paid or incurred with respect to
the mine or property during the tax-
able year shall be allocated to each

part year (that is, the part occurring
before September 13, 1966, and the part
occurring after September 12, 1966) in
the same ratio which the number of
days in each such part year bears to
the number of days in the entire tax-
able year. For example, if the records
of a calendar year taxpayer for 1966 are
inadequate to permit a determination
of the amount of exploration expendi-
tures paid or incurred with respect to a
certain mine or property after Sep-
tember 12, 1966, and the amount paid or
incurred before September 13, 1966, 255/
365 of the total exploration expendi-
tures paid or incurred by the taxpayer
with respect to the mine or property
during 1966 shall be allocated to the pe-
riod beginning January 1, 1966, and end-
ing September 12, 1966, and 110/365 of
the total exploration expenditures paid
or incurred with respect to the mine or
property during 1966 shall be allocated
to the period beginning September 13,
1966, and ending December 31, 1966.

(3) Partnership elections. With respect
to exploration expenditures paid or in-
curred by a partnership before Sep-
tember 13, 1966, the option to deduct
under section 615(a) and the election to
defer under section 615(b) shall be made
by the partnership, rather than by the
individual partners. With respect to ex-
ploration expenditures paid or incurred
by a partnership after September 12,
1966, all elections under sections 615
and 617 as to the tax treatment of a
partner’s distributive share of explo-
ration expenditures paid or incurred by
a partnership of which he is a member
shall be made by the individual part-
ner, rather than by the partnership.
See section 703(b) and the regulations
thereunder.

[T.D. 7192, 37 FR 12939, June 30, 1972]

§ 1.615–7 Effect of transfer of mineral
property.

(a) Transfer before election by trans-
feror. (1) If mineral property is trans-
ferred in a transaction as a result of
which the basis of the property in the
hands of the transferee is determined
in whole or in part by reference to the
basis in the hands of the transferor and
the transferor had not made an elec-
tion under either section 615(e) or
617(a) at the time of the transfer, no
election made by the transferor after
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the transfer shall apply with respect to
expenditures properly chargeable to
the transferred property which were
paid or incurred before the date of the
transfer.

(2) For purposes of subparagraph (1)
of this paragraph, a transferor of min-
eral property who made an election
under section 617(a) or section 615(e)
before the transfer but who revokes
such election after such transfer and
does not make an election under either
section before the expiration of the 3-
year period prescribed by section 6072
or other provision of law for filing his
income tax return for the taxable year
in which such transfer occurred shall
be treated with respect to such prop-
erty as not having made an election
under either section.

(b) Transfer after election by transferor.
If a transferee who at the time of the
transfer of a mineral property has not
made an election under section 617(a)
receives property in a transaction in
which the basis of such property in his
hands is determined in whole or in part
by reference to its basis in the hands of
the transferor and with respect to such
property the transferor has deducted
expenditures under section 617(a), the
adjusted exploration expenditures
properly chargeable to the property
immediately after the transfer shall be
treated as expenditures allowed as de-
ductions under section 617(a) to the
transferee. See section 617 and the reg-
ulations thereunder.

(c) Transfer after election by transferee.
(1) If a transferee who makes an elec-
tion under section 617(a) receives be-
fore January 1, 1970, mineral property
in a transaction in which the basis of
such property in his hands is deter-
mined in whole or in part by reference
to the basis of the property in the
hands of the transferor and the trans-
feror had in effect at the time of the
transfer an election under section
615(e), an amount equal to the total of
the amounts allowed as deductions to
the transferor under section 615 with
respect to the transferred mineral
property shall be treated as expendi-
tures allowed as deductions under sec-
tion 617(a) to the transferee. The pre-
ceding sentence shall not apply to ex-
penditures which would not have been
reflected in the basis of the property in

the hands of the transferor had the
transferor not made the section 615(e)
election.

(2) Any expenditures with respect to
the transferred property deferred by
the transferor under section 615(b)
which are not allowed as deductions to
him prior to transfer of the property
may not be deducted by the transferee
and in his hands shall be charged to
capital account.

[T.D. 7192, 37 FR 12940, June 30, 1972]

§ 1.615–8 Termination of section 615.
(a) In general. The provisions of sec-

tion 615 shall not apply to exploration
expenditures paid or incurred after De-
cember 31, 1969. Expenditures paid or
incurred before January 1, 1970, which
were deferred under section 615(b) will
be deductible under such section after
such date as the units of ore or mineral
discovered or explored by reason of
such expenditures are sold. An election
under section 615(e) with respect to ex-
penditures paid or incurred prior to
January 1, 1970, shall remain in effect
with respect to such expenditures un-
less it is revoked under section 615(e)
and § 1.615–6. See § 1.615–9 for treatment
of a section 615(e) election with respect
to expenditures paid or incurred after
December 31, 1969.

(b) Taxable years beginning before Jan-
uary 1, 1970, and ending after December
31, 1969—(1) In general. The termination
of section 615 applies to expenditures
paid or incurred after December 31,
1969. The income tax treatment of ex-
ploration expenditures paid or incurred
before January 1, 1970, will be deter-
mined in accordance with the provi-
sions of sections 615 and 617 prior to
their amendment by the Tax Reform
Act of 1969 (83 Stat. 487). The fact that
on his income tax return for a taxable
year beginning before January 1, 1970,
and ending after December 31, 1969, a
taxpayer deducts under section 615 ex-
penditures paid or incurred before Jan-
uary 1, 1970, shall not affect his right to
deduct under section 617(a) expendi-
tures paid or incurred during such tax-
able year after December 31, 1969.

(2) Allocation in case of inadequate
records. If a taxpayer pays or incurs ex-
ploration expenditures during a taxable
year beginning before January 1, 1970,
and ending after December 31, 1969, but
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his records are inadequate to permit a
determination of the amount paid or
incurred during the portion of the year
ending after December 31, 1969, and the
amount paid or incurred on or before
such date, the exploration expenditures
as to which the records are inadequate
paid or incurred with respect to the
mine or property during the taxable
year shall be allocated to each part of
the year (that is, the part before Janu-
ary 1, 1970, and the part occurring after
December 31, 1969) in the same ratio
which the number of days in each such
part year bears to the number of days
in the entire taxable year.

[T.D. 7192, 37 FR 12941, June 30, 1972]

§ 1.615–9 Notification under Tax Re-
form Act of 1969.

(a) In general. An election under sec-
tion 615(e) with respect to exploration
expenditures paid or incurred prior to
January 1, 1970, shall be treated as an
election under section 617(a) with re-
spect to exploration expenditures paid
or incurred after December 31, 1969.

(b) Exception. Paragraph (a) of this
section shall not apply to an election
under section 615(e) if the taxpayer
files the notice described in paragraph
(c) of this section or the taxpayer re-
vokes his election under section 615(e)
before the date prescribed for the filing
of notice under paragraph (c)(2) of this
section.

(c) Filing of notice—(1) In general. The
notice not to have a section 615(e) elec-
tion treated as a section 617(a) election
shall be made in a statement filed with
the Director of the Internal Revenue
service center with whom the tax-
payer’s income tax return is required
to be filed. If the election is made with-
in the time period prescribed for filing
an income tax return (including exten-
sions thereof) for the first taxable year
during which the taxpayer pays or in-
curs, after December 31, 1969, expendi-
tures which would be deductible by the
taxpayer under section 617(a) if he
made a valid election to deduct explo-
ration expenditures under such section,
the statement shall be attached to the
taxpayer’s income tax return for such
year. If the statement is filed after the
time prescribed for filing such return
but before the expiration of the period
(described in paragraph (e) of this sec-

tion) for filing the notice, the state-
ment must be signed by the taxpayer
or his authorized representative. The
statement shall be filed even though
the taxpayer charges to capital ac-
count all such expenditures paid or in-
curred by him after December 31, 1969.
If the taxpayer desires, he may file this
statement by attaching it to his return
for a taxable year prior to the first tax-
able year in which he pays or incurs
after December 31, 1969, expenditures
which would be deductible by him
under section 617(a) if at such time he
had in effect a valid election under
such section.

(2) Information to be furnished. The no-
tice shall clearly state that the tax-
payer elects not to have his section
615(e) election treated as an election
under section 617(a). The notice shall
state the first taxable year for which
the section 615(e) election was effective
and with whom and where the election
was filed.

(d) Effect of notification. A taxpayer
who has filed notice pursuant to this
section may make an election under
section 617(a) with respect to explo-
ration expenditures paid or incurred
after December 31, 1969, without revok-
ing either his section 615(e) election or
his notice under this section.

(e) Time for filing notice. A taxpayer
may not file the notice described in
paragraph (c)(1) of this section after
the expiration of the 3-year period be-
ginning with the date prescribed by
section 6072 or other provision of law
for filing the taxpayer’s income tax re-
turn for the first taxable year in which
the taxpayer pays or incurs after De-
cember 31, 1969, expenditures which
would be deductible by him if he made
the election under section 617(a). This
3-year period shall be determined with-
out regard to any extension of time for
filing the taxpayer’s income tax re-
turn.

[T.D. 7192, 37 FR 12941, June 30, 1972]

§ 1.616–1 Development expenditures.

(a) General rule. Section 616 pre-
scribes rules for treating expenditures
paid or incurred during the taxable
year by the taxpayer for the develop-
ment of a mine or other natural de-
posit (other than an oil or gas well).
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Development expenditures under sec-
tion 616 are those which are made after
such time when, in consideration of all
the facts and circumstances (including
actions of the taxpayer), deposits of ore
or other mineral are shown to exist in
sufficient quantity and quality to rea-
sonably justify commercial exploi-
tation by the taxpayer. Under section
616(a), a taxpayer is allowed a deduc-
tion for development expenditures
whether or not such expenditures are
made in the development or production
state of the mine or other natural de-
posit. Under section 616(b), the tax-
payer may elect to defer development
expenditures made in the development
or producing stage and to deduct such
expenditures ratably as the minerals or
ores benefited are sold. While the mine
or other natural deposit is in the devel-
opment stage, the election applies only
to that portion of the development ex-
penditures which is in excess of net re-
ceipts from the mine or other natural
deposit. See § 1.616–2 for rules with re-
spect to the election to defer. It is not
necessary that the taxpayer incur the
development costs directly. He may en-
gage a contractor to make the expendi-
tures on his behalf.

(b) Expenditures to which section 616 is
not applicable. (1) Section 616 is not ap-
plicable to development expenditures
which are deductible for the taxable
year under any other provision of the
internal revenue laws.

(2) Section 616 is not applicable to ex-
penditures which are reflected in im-
provements subject to allowances for
depreciation under sections 167 and 611.
However, allowance for depreciation of
such improvements which are used in
the development of ores or minerals
are considered development expendi-
tures under section 616. If such im-
provements are used only in part for
development during a taxable year, an
allocable portion of the allowance for
depreciation shall be treated as a de-
velopment expenditure.

(3) Section 616 is applicable to devel-
opment expenditures paid or incurred
by a taxpayer in connection with the
acquisition of a fractional share of the
working or operating interest to the
extent of the fractional interest so ac-
quired. The expenditure attributable to
the remaining fractional share shall be

considered as part of the cost of his ac-
quired interest and shall be capitalized
and recovered through depletion allow-
ances. For example, taxpayer A owns
mineral leases on undeveloped mineral
lands. A agrees to convey an undivided
three-fourths (3⁄4) interest in such
leases to B, provided B will pay all of
the expenditures incurred during the
development stage of the deposits on
these leases. B may deduct three-
fourths (3⁄4) of such amount under sec-
tion 616, but shall treat one-fourth of
such amount as part of the cost of his
interest, recoverable through deple-
tion.

(4) The provisions of section 616 do
not apply to costs of development paid
or incurred by a prior owner which are
reflected in the amount which the tax-
payer paid or incurred to acquire the
property. Such provisions apply only to
costs paid or incurred by the taxpayer
for development undertaken directly or
through contract by the taxpayer. See,
however, section 381(a) and 381(c)(10)
for special rules with respect to de-
ferred development expenditures in
certain corporate acquisitions.

(c) Mine or other natural deposit. Sec-
tion 616 has reference to expenditures
made for the development of a mine or
other natural deposit. Within an aggre-
gated property, as that term is defined
in section 614 (b) and (c), or within a
single tract or parcel of land, there
may be more than one mine or other
natural deposit. Where a property, as
determined under section 614, contains
more than one mine or other natural
deposit, the taxpayer may deduct
under section 616(a) the development
expenditures made with respect to one
of such mines or deposits, and may
defer under section 616(b) the develop-
ment expenditures made with respect
to another of such mines or deposits.
Where there is more than one mine
with respect to a single underlying de-
posit, the taxpayer may deduct under
section 616(a) the development expendi-
tures made with respect to one of such
mines, and may defer under section
616(b) the development expenditures
made with respect to another of such
mines. The taxpayer must treat con-
sistently all development expenditures
with respect to each such mine or
other natural deposit in a taxable year.
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The taxpayer must make a separate de-
termination of the units of minerals or
ores benefited in a mine or other nat-
ural deposit (regardless of the com-
putation of the depletion allowance) in
order that deferred expenditures with
respect to such mine or deposit may be
deducted on a ratable basis. See para-
graph (f) of § 1.616–2.

§ 1.616–2 Election to defer.
(a) General rule. In lieu of taking a

deduction under section 616(a), in the
taxable year when the development ex-
penditures are paid or incurred, a tax-
payer may elect under section 616(b) to
treat such expenditures with respect to
each mine or other natural deposit as
deferred expenses to be deducted rat-
ably as the units of the produced ore or
minerals benefited by such expendi-
tures are sold. Section 616(b) is applica-
ble to development expenditures paid
or incurred both in the development
and producing stage of the mine or
other natural deposit. However, in the
case of such expenditures made in the
development stage, this election is ap-
plicable only to the excess of the
amount of such expenditures over the
net receipts from the ore or minerals
from such mine or deposit received or
accrued during the development stage
and in the same taxable year as the ex-
penditures were paid or incurred. Such
development expenditures not in excess
of such net receipts shall be subject to
the provisions of section 616(a).

(b) Producing stage; definition of. The
mine or other natural deposit will be
considered to be in a producing stage
when the major portion of the mineral
production is obtained from workings
other than those opened for the pur-
pose of development, or when the prin-
cipal activity of the mine or other nat-
ural deposit is the production of devel-
oped ores or minerals rather than the
development of additional ores or min-
erals for mining.

(c) Expenditures made by the owner
who retains a nonoperating interest. (1) A
taxpayer who elects to defer develop-
ment expenditures and thereafter
transfers his interest in the mine or
other natural deposit, retaining an eco-
nomic interest therein, shall deduct an
amount attributable to such interest
on a pro rata basis as the interest pays

out. For example, a taxpayer who de-
fers development expenditures and
then leases his deposit, retaining a roy-
alty interest therein, shall deduct the
deferred expenditures ratably as he re-
ceives the royalties. If the taxpayer re-
ceives a bonus or advanced royalties in
connection with the transfer of his in-
terest, he shall deduct the deferred ex-
penditures allocable to such bonus or
advanced royalties in an amount which
is in the same proportion to the total
of such costs as the bonus or advanced
royalties bears to the bonus and total
royalties expected to be received. Also,
in the case of a transfer of a mine or
other natural deposit by a taxpayer
who retains a production payment
therein, he may deduct the develop-
ment expenditures ratably over the
payments expected to be received.

(2) Where a taxpayer receives an
amount, in addition to retaining an
economic interest, which amount is
treated as from the sale or exchange of
a capital asset or property treated
under section 1231 (except coal or iron
ore to which section 631(c) applies), the
deferred development expenditures
shall be allocated between the interest
sold and the interest retained in pro-
portion to the fair market value of
each interest as of the date of sale. The
amount allocated to the interest sold
may not be deducted, but shall be a
part of the basis of such interest for
the purpose of determining gain or loss
upon the sale thereof.

(d) Losses from abandonment. Section
165 and the regulations thereunder con-
tain general rules relating to the treat-
ment of losses resulting from abandon-
ment.

(e) Effect of election. (1) The election
to defer development expenditures
shall apply only to expenditures for the
taxable year for which made. However,
once made, the election shall be bind-
ing with respect to the expenditures for
that taxable year. Thus, a taxpayer
cannot revoke his election for any rea-
son whatsoever.

(2) The election shall be made for
each mine or other natural deposit by
a clear indication on the return or by a
statement filed with the district direc-
tor with whom the return was filed, not
later than the time prescribed by law

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00513 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



514

26 CFR Ch. I (4–1–01 Edition)§ 1.616–3

for filing such return (including exten-
sions thereof) for the taxable year to
which such election is applicable.

(f) Computation of amount of deduc-
tion. The amount of the deduction al-
lowable during the taxable year is an
amount A, which bears the same ratio
to B (the total deferred development
expenditures for a particular mine or
other natural deposit reduced by the
amount of such expenditures deducted
in prior taxable years) as C (the num-
ber of units of the ore or mineral bene-
fited by such expenditures sold during
the taxable year) bears to D (the num-
ber of units of ore or mineral benefited
by such expenditures remaining as of
the taxable year). For the purposes of
this proportion, the number of units of
ore or mineral benefited by such expendi-
tures remaining as of the taxable year is
the number of units of ore or mineral
benefited by the deferred development
expenditures remaining at the end of
the year to be recovered from the mine
or other natural deposit (including
units benefited by such expenditures
recovered but not sold) plus the num-
ber of units benefited by such expendi-
tures sold within the taxable year. The
principles outlined in § 1.611–2 are appli-
cable in estimating the number of
units remaining as of the taxable year
and the number of units sold during
the taxable year. The estimate is sub-
ject to revision in accordance with that
section in the event it is ascertained,
from any source, such as operations or
development work, that the remaining
units are materially greater or less
than the number of units remaining
from a prior estimate.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6841, 30 FR 9307, July 27,
1965]

§ 1.616–3 Time for making election
with respect to returns due on or
before May 2, 1960.

In the case of any taxable year begin-
ning after December 31, 1953, and end-
ing after August 16, 1954, the income
tax return for which is due not later
than May 2, 1960, the time to deduct or
defer development expenditures for
such a year under section 616 (a) or (b)
shall expire on May 2, 1960.

§ 1.617–1 Exploration expenditures.

(a) General rule. Section 617 pre-
scribes rules for the treatment of ex-
penditures paid or incurred after Sep-
tember 12, 1966, for ascertaining the ex-
istence, location, extent, or quality of
any deposit of ore or other mineral for
which a deduction for depletion is al-
lowable under section 613 (other than
oil or gas) paid or incurred by the tax-
payer before the beginning of the de-
velopment stage of the mine or other
natural deposit. Such expenditures
hereinafter in the regulations under
section 617 will be referred to as explo-
ration expenditures. The development
stage of the mine or other natural de-
posit will be deemed to begin at the
time when, in consideration of all the
facts and circumstances (including the
actions of the taxpayer), deposits of ore
or other mineral are disclosed in suffi-
cient quantity and quality to reason-
ably justify commercial exploitation
by the taxpayer. For example, core
drilling expenditures paid or incurred
by the taxpayer to ascertain the exist-
ence of commercially marketable ore
are exploration expenditures within
the meaning of this section. Also, ex-
penditures for exploratory drilling
from within a producing mine to ascer-
tain the existence of what appears (on
the basis of all of the facts and cir-
cumstances known at the time of the
expenditures) to be a different ore de-
posit are exploration expenditures
within the meaning of this section. Ex-
penditures paid or incurred in connec-
tion with core drilling to further delin-
eate the extent and location of an ex-
isting commercially marketable de-
posit to facilitate its development are
development expenditures. Under sec-
tion 617(a), a taxpayer may deduct ex-
ploration expenditures paid or incurred
for the exploration of any deposit of
ore or other mineral subject to the lim-
itation of section 617(h). Under section
617(b), a taxpayer shall recapture the
exploration expenditures previously de-
ducted under section 617(a) either
through including in income an
amount equal to the amount of the ad-
justed exploration expenditures (as de-
fined in section 617(f)) or through dis-
allowance of the deduction for deple-
tion under section 611. Certain rules
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are provided in section 617(c) for recap-
ture of exploration expenditures made
with respect to property for which the
taxpayer later receives a bonus or roy-
alty. Under section 617(d), gain from
dispositions of mining property, with
respect to which exploration expendi-
tures have been previously deducted, is
to be recognized notwithstanding cer-
tain other provisions of the Code.

(b) Expenditures to which section 617 is
not applicable. (1) Section 617 is not ap-
plicable to expenditures which would
be allowed as deductions for the tax-
able year without regard to section 617.

(2) Section 617 is not applicable to ex-
penditures which are reflected in im-
provements subject to allowances for
depreciation under sections 167 and 611.
However, allowances for depreciation
of such improvements which are used
in the exploration of ores or minerals
are considered exploration expendi-
tures under section 617. If such im-
provements are used only in part for
exploration during the taxable year, an
allocable portion of the allowance for
depreciation shall be treated as an ex-
ploration expenditure.

(3) Section 617 is applicable to explo-
ration expenditures paid or incurred by
a taxpayer in connection with the ac-
quisition of a fractional share of the
working or operating interest to the
extent of the fractional interest so ac-
quired by the taxpayer. The expendi-
tures attributable to the remaining
fractional share shall be considered as
the cost of his acquired interest and
shall be recovered through depletion
allowances. For example, taxpayer A
owns mineral leases on unexplored
mineral lands and agrees to convey an
undivided three-fourths (3⁄4) interest in
such leases to taxpayer B provided B
will pay all of the expenses for
ascertaining the existence, location,
extent, or quality of any deposit of ore
or other mineral which will be incurred
before the beginning of the develop-
ment stage. B may elect to treat three-
fourths of such amount under section
617. B must treat one-fourth of such
amount as part of the cost of his inter-
est, recoverable through depletion.

(4) Section 617 is not applicable to
costs of exploration which are reflected
in the amount which the taxpayer paid
or incurred to acquire the property.

Section 617 applies only to costs paid
or incurred by the taxpayer for explo-
ration undertaken directly or through
a contract by the taxpayer. See, how-
ever, sections 381(a) and 381(c)(10) for
special rules with respect to deferred
exploration expenditures in certain
corporate acquisitions.

(5) Section 617 is not applicable to
amounts paid or incurred for the pur-
pose of ascertaining the existence, lo-
cation, extent, or quality of any de-
posit of oil or gas or of any mineral
with respect to which a deduction for
percentage depletion is not allowable
under section 613. The purpose of the
expenditure shall be determined by ref-
erence to the facts and circumstances
at the time the expenditure is paid or
incurred.

(c) Elections—(1) Election to deduct
under section 617(a). (i) The election to
deduct exploration expenditures under
section 617(a) may be made by deduct-
ing such expenditures in the taxpayer’s
income tax return for his first taxable
year ending after September 12, 1966,
for which the taxpayer desires to de-
duct exploration expenditures which
are paid or incurred by him during
such taxable year and after September
12, 1966. This election may be exercised
by deducting such exploration expendi-
tures either in the taxpayer’s return
for such taxable year or in an amended
return filed before the expiration of the
period for filing a claim for credit or
refund of income tax for such taxable
year. Where the election is made in an
amended return for a taxable year
prior to the most recent year for which
the taxpayer has filed a return, the
taxpayer shall file amended income tax
returns, reflecting any increase or de-
crease in tax attributable to the elec-
tion, for all subsequent taxable years
affected by the election for which he
has filed income tax returns before
making the election. See section
617(a)(2)(C) and subparagraph (4) of this
paragraph for provisions relating to ex-
tension of the period of limitations for
the assessment of any deficiency for
any taxable year to the extent the defi-
ciency is attributable to an election or
revocation of an election under section
617(a). In applying the election to the
years affected, there shall be taken
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into account the effect that any adjust-
ments resulting from the election shall
have on other items affected thereby
(such as the deduction for charitable
contributions, the foreign tax credit,
net operating loss, and other deduc-
tions or credits the amount of which is
limited by the taxpayer’s income) and
the effect that adjustments of any such
items have on items of other taxable
years. Amended returns filed for tax-
able years subsequent to the taxable
year for which the election under sec-
tion 617(a) is made by amended return
shall, where appropriate, apply the re-
capture rules of subsections (b), (c),
and (d) of section 617. See §§ 1.617–3 and
1.617–4.

(ii) A taxpayer who makes or has
made an election under section 617(a)
shall state clearly on his income tax
return for each taxable year for which
he deducts exploration expenditures
the amount of the deduction claimed
under section 617(a) with respect to
each property or mine. Such property
or mine shall be identified by a descrip-
tion adequate to permit application of
the recapture rules of section 617 (b),
(c), and (d).

(iii) A taxpayer who has made an
election under section 617(a) may not
make an election under section 615(e)
unless, within the period set forth in
section 615(e), he revokes his election
under section 617(a). A taxpayer who
has made and has not revoked an elec-
tion under section 617(a) may not, in
his return for the taxable year for
which the election is made or for any
subsequent taxable year, charge to cap-
ital account any exploration expendi-
tures which are deductible by him
under section 617(a); and he must de-
duct all such expenditures as expenses
in computing adjusted gross income.
Any exploration expenditures paid or
incurred after December 31, 1969, which
are not deductible by the taxpayer
under section 617(a) solely because of
the application of section 617(h) shall
be charged to capital account.

(2) Time for making elections. The elec-
tion under section 617(a) may be made
at any time before the expiration of
the period prescribed for filing a claim
for credit or refund of the tax imposed
by chapter 1 for the first taxable year
for which the taxpayer desires to de-

duct exploration expenditures under
section 617(a).

(3) Revocation of election to deduct. (i)
A taxpayer may revoke an election
made by him under section 617(a) by
filing with the Internal Revenue serv-
ice center with which the taxpayer’s
income tax return is required to be
filed, within the period set forth in sub-
division (ii) of this subparagraph, a
statement, signed by the taxpayer or
his authorized representative, which
sets forth that the taxpayer is revok-
ing the section 617(a) election pre-
viously made by him and states with
whom and where the document making
the election was filed. A taxpayer re-
voking a section 617(a) election shall
file amended income tax returns which
reflect any increase or decrease in tax
attributable to the revocation of elec-
tion for all taxable years affected by
the revocation of election for which he
has filed income tax returns before re-
voking the election. See section
617(a)(2)(C) and subparagraph (4) of this
paragraph for provisions relating to ex-
tension of the period of limitations for
the assessment of any deficiency at-
tributable to an election or revocation
of an election under section 617(a). In
applying the revocation of election to
the years affected, there shall be taken
into account the effect that any adjust-
ments resulting from the revocation of
election shall have on other items af-
fected thereby (such as the deduction
for charitable contributions, the for-
eign tax credit, net operating loss, and
other deductions or credits the amount
of which is limited by the taxpayer’s
income) and the effect that adjust-
ments of any such items have on items
of other taxable years.

(ii) An election under section 617(a)
may be revoked before the expiration
of the last day of the third month fol-
lowing the month in which the final
regulations under section 617(a) are
published in the FEDERAL REGISTER.
After the expiration of this period, a
taxpayer who has made an election
under section 617(a) may not revoke
that election unless he obtains the
prior consent of the Commissioner of
Internal Revenue. Consent will not be
granted where a principal purpose for
the revocation of the election is to cir-
cumvent the recapture provisions of
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section 517 (b), (c), or (d). The request
for consent shall be made in writing to
the Commissioner of Internal Revenue,
Attention T:I:E, Washington, DC 20224.
The request shall include in detail:

(a) The reason or reasons for the rev-
ocation of election under section 617(a);

(b) An itemization of the taxpayer’s
deductions under section 617(a);

(c) A description of all properties and
detailed information of the exploration
activities with respect to which the
taxpayer has taken deductions under
section 617(a);

(d) A description of any development
or production activities on all prop-
erties with respect to which explo-
ration expenditures were deducted
under section 617(a); and

(e) A recomputation of the tax for
each prior taxable year affected by the
revocation. A letter setting forth the
Commissioner’s determination will be
mailed to the taxpayer. If consent is
granted, a copy of the letter granting
such consent shall be filed with the di-
rector of the Internal Revenue service
center with which the taxpayer’s in-
come tax return is required to be filed
and shall be accompanied by an amend-
ed return or returns, if necessary.

(iii) If, before revoking his election,
the taxpayer has transferred any min-
eral property with respect to which he
deducted exploration expenditures
under section 617(a), to another person
in a transaction as a result of which
the basis of such property in the hands
of the transferee is determined in
whole or in part by reference to the
basis in the hands of the transferor, the
statement submitted pursuant to sub-
division (i) of this paragraph shall
state that such property has been so
transferred, shall identify the trans-
feree, the property transferred, the
date of the transfer, and shall indicate
the amount of the adjusted exploration
expenditures with respect to such prop-
erty on such date.

(4) Deficiency attributable to election or
revocation of election. The statutory pe-
riod for the assessment of any defi-
ciency for any taxable year, to the ex-
tent such deficiency is attributable to
an election or revocation of an election
under section 617(a), shall not expire
before the last day of the 2-year period
which begins on the day after the date

on which such election or revocation of
election is made; and such deficiency
may be assessed at any time before the
expiration of such 2-year period, not-
withstanding any law or rule which
would otherwise prevent such assess-
ment.

[T.D. 7192, 37 FR 12942, June 30, 1972]

§ 1.617–2 Limitation on amount de-
ductible.

(a) Expenditures paid or incurred before
January 1, 1970. In the case of expendi-
tures paid or incurred before January
1, 1970, a taxpayer may deduct explo-
ration expenditures paid or incurred
during the taxable year with respect to
any deposit of ore or other mineral for
which a deduction for percentage de-
pletion is allowable under section 613
(other than oil or gas) in the United
States or on the Outer Continental
Shelf (within the meaning of section 2
of the Outer Continental Shelf Lands
Act, as amended and supplemented; 43
U.S.C. 1331).

(b) Expenditures paid or incurred after
December 31, 1969. In the case of explo-
ration expenditures paid or incurred
after December 31, 1969, with respect to
any deposit of ore or other mineral for
which a deduction for percentage de-
pletion is allowable under section 613
(other than oil or gas), a taxpayer may
deduct:

(1) The amount of such expenditures
paid or incurred during the taxable
year with respect to any such deposit
in the United States (as defined in sec-
tion 638 and the regulations there-
under), and

(2) With respect to any such deposit
located outside the United States (as
defined in section 638 and the regula-
tions thereunder) the lesser of:

(i) The amount of the exploration ex-
penditures paid or incurred with re-
spect to such deposits during the tax-
able year, or

(ii) $400,000 minus the sum of the
amount to be deducted under subpara-
graph (1) of this paragraph for the tax-
able year and all amounts deducted or
treated as deferred expenses during all
preceding taxable years under section
617 and section 615 of the Internal Rev-
enue Code of 1954 and section 23(ff) of
the Internal Revenue Code of 1939. See
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paragraph (d) of this section for appli-
cation of the limitation in the case of
a transferee of a mining property.

(c) Examples. The application of the
provisions of paragraphs (a) and (b) of
this section may be illustrated by the
following examples:

Example 1. A, a calendar-year taxpayer who
has claimed the benefits of section 615, ex-
pended $100,000 for exploration expenditures
during the year 1966. For each of the years
1967, 1968, 1969, and 1970 A had exploration
costs of $80,000 all with respect to coal depos-
its located within the United States. A de-
ducted or deferred the maximum amounts al-
lowable for each of the years 1966 ($100,000),
1967 ($80,000), 1968 ($80,000), and 1969 ($80,000).
The $80,000 of exploration expenditures for
1970 may be deducted under section 617 by A.

Example 2. B, a calendar-year taxpayer
claimed deductions of $100,000 per year under
section 615 for the years 1968 and 1969. In
1970, B deducted $150,000 under section 617 for
exploration conducted with respect to coal
deposits in the United States. In 1971, B paid
$150,000 with respect to exploration of tin de-
posits outside the United States. The max-
imum amount B may deduct with respect to
the foreign exploration in 1971 is $50,000 com-
puted as follows:

(a) Add all amounts deducted or deferred
for exploration expenditures by B for all
years:

Year Expendi-
tures

Deducted
or de-
ferred

1968 ................................................... $100,000 $100,000
1969 ................................................... 100,000 100,000
1970 ................................................... 150,000 150,000

Total .................................... ................ 350,000

(b) Subtract from $400,000 (the maximum
amount allowable to B for deduction of for-
eign exploration expenditures) the sum of
the amounts obtained in (a) $350,000:
Maximum amount allowable to taxpayer ............. $400,000
Sum of amounts obtained in (a) .......................... 350,000

50,000

Example 3. Assume the same facts as in ex-
ample 2 except that in 1971 in addition to the
$150,000 paid with respect to exploration out-
side the United States, B paid $100,000 with
respect to exploration within the United
States. As the following computation indi-
cates, B may not deduct any amount with re-
spect to the foreign exploration:

(a) Add all amounts deducted or deferred
for exploration expenditures in prior years
and the exploration expenditures with re-
spect to exploration in the United States to
be deducted in 1971:

Year Expendi-
tures

Deducted
or de-
ferred

1968 ................................................... $100,000 $100,000
1969 ................................................... 100,000 100,000
1970 ................................................... 150,000 150,000
1971 ................................................... 250,000 1100,000

Total .................................... ................ 450,000

1 Domestic.

(b)Because the sum of the amounts ob-
tained in (a), $450,000, exceeds $400,000 no de-
duction would be allowable to B with respect
to foreign exploration expenditures for 1971.

(d) Transferee of mineral property. (1)
Where an individual or corporation
transfers any mining property to the
taxpayer, the taxpayer shall take into
account for purposes of the $400,000
limitation described in paragraph
(b)(ii) of this section all amounts de-
ducted and amounts treated as deferred
expenses by the transferor if:

(i) The taxpayer acquired any min-
eral property from the transferor in a
transaction described in section
23(ff)(3) of the Internal Revenue Code of
1939, excluding the reference therein to
section 113(a)(13),

(ii) The taxpayer acquired any min-
eral property by reason of the acquisi-
tion of assets of a corporation in a
transaction described in section 381(a)
as a result of which the taxpayer suc-
ceeds to and takes into account the
items described in section 381(c),

(iii) The taxpayer acquired any min-
eral property under circumstances
which make applicable any of the fol-
lowing sections of the Internal Rev-
enue Code:

(a) Section 334(b)(1), relating to the
liquidation of a subsidiary where the
basis of the property in the hands of
the distributee is the same as it would
be in the hands of the transferor.

(b) Section 362 (a) and (b), relating to
property acquired by a corporation as
paid-in surplus or as a contribution to
capital, or in connection with a trans-
action to which section 351 applies.

(c) Section 372(a), relating to reorga-
nization in certain receiverships and
bankruptcy proceedings.

(d) Section 373(b)(1), relating to prop-
erty of a railroad corporation acquired
in certain bankruptcy or receivership
proceedings.
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(e) Section 1051, relating to property
acquired by a corporation that is a
member of an affiliated group.

(f) Section 1082, relating to property
acquired pursuant to a Securities Ex-
change Commission order.

(2) For purposes of applying the limi-
tations imposed by section 617(h):

(i) The partner, and not the partner-
ship, shall be considered as the tax-
payer (see paragraph (a)(8)(iii) of
§ 1.702–1), and

(ii) An electing small business cor-
poration, as defined in section 1371(b),
and not its shareholders, shall be con-
sidered as the taxpayer.

(3) For purposes of subparagraph
(1)(iii) (b) of this paragraph, relating to
a transaction to which section 362 (a)
and (b) applies or to which section 351
applies:

(i) If mineral property is acquired
from a partnership, the transfer shall
be considered as having been made by
the individual partners, so that the
amounts which each partner has de-
ducted or deferred under sections 615
and 617 of the Internal Revenue Code of
1954 and section 23(ff) of the Internal
Revenue Code of 1939 shall be taken
into account, or

(ii) If an interest in a partnership
having mineral property is transferred,
the transfer shall be considered as a
transfer of mineral property by the
partner or partners relinquishing an in-
terest, so that the amounts which each
such partner has deducted or deferred
under sections 615 and 617 of the Inter-
nal Revenue Code of 1954 and section
23(ff) of the Internal Revenue Code of
1939 shall be taken into account.

(e) Examples. The application of the
provisions of this section may be illus-
trated by the following example:

Example 1. A calendar year taxpayer (who
has never claimed the benefits of section 617)
received in 1970 a mineral deposit from X
Corporation upon a distribution in complete
liquidation of the latter under conditions
which make the provisions of section
334(b)(1) applicable in determining the basis
of the property in the hands of the taxpayer.
During the year 1969, X Corporation ex-
pended $60,000 for exploration expenditures
which it elected to treat under section 615(b)
as deferred expenses. Subsequent to the
transfer the taxpayer made similar expendi-
tures for domestic exploration of $250,000 and
$140,000, for the years 1970, and 1971, respec-

tively, which the taxpayer elected to deduct.
In 1972, the taxpayer made expenditures for
domestic exploration of $100,000 and for for-
eign exploration of $50,000. The taxpayer may
deduct the $100,000 domestic exploration ex-
penditures but may not deduct any portion
of the $50,000 of foreign exploration expendi-
tures because the $400,000 limitation of sec-
tion 617(h) applies.

Example 2. In 1971, A and B transfer assets
to a corporation in a transfer to which sec-
tion 351 applied. Among the assets trans-
ferred by A is a mineral lease with respect to
certain coal lands. A has deducted explo-
ration expenditures under section 615 for the
years 1968 and 1969 in the amounts of $50,000
and $100,000, respectively, made with respect
to other deposits not included in the transfer
to the corporation. The corporation is re-
quired to take into account the deductions
previously made by A for purpose of applying
the $400,000 limitation on deduction of for-
eign exploration expenditures. Thus, if in
1970 the corporation incurred $400,000 of for-
eign exploration expenditures, the maximum
which it could deduct under section 617(a) is
$250,000.

[T.D. 7192, 37 FR 12944, June 30, 1972]

§ 1.617–3 Recapture of exploration ex-
penditures.

(a) In general. (1)(i) Except as pro-
vided in subparagraphs (2) and (3) of
this paragraph, if in any taxable year
any mine (as defined in paragraph (c) of
this section) with respect to which de-
ductions have been allowed under sec-
tion 617(a) reaches the producing stage
(as defined in paragraph (c) of this sec-
tion) the deduction for depletion under
section 611 (whether determined under
§ 1.611–2 or under section 613) with re-
spect to the property shall be dis-
allowed for the taxable year and each
subsequent taxable year until the ag-
gregate amount of depletion which
would be allowable but for section
617(b)(1)(B) and this subparagraph
equals the amount of the adjusted ex-
ploration expenditures (determined
under section 617(f)(1) and paragraph
(d) of this section) attributable to the
mine. The preceding sentence shall
apply notwithstanding the fact that
such mine is not in the producing stage
at the close of such taxable year. In the
case of a taxpayer who owns more than
one property in a mine with respect to
which he has been allowed deductions
under section 617(a), the depletion de-
duction described in the second pre-
ceding sentence shall be disallowed
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with respect to all of the properties
until the aggregate amount of deple-
tion disallowed under section
617(b)(1)(B) is equal to the adjusted ex-
ploration expenditures with respect to
the mine. In the case of a taxpayer who
elects under section 614(c)(1) to aggre-
gate a mine, with respect to which he
has been allowed deductions under sec-
tion 617(a), with another mine, no de-
duction for depletion will be allowable
under section 611 with respect to the
aggregated property until the amount
of depletion disallowed under section
617(b)(1)(B) equals the adjusted explo-
ration expenditures attributable to all
of the producing mines included in the
aggregated property.

(ii) If a taxpayer who has made an
election under section 617(a) receives
or accrues a bonus or royalty with re-
spect to a mining property with respect
to which deductions have been allowed
under section 617(a), the deduction for
depletion under section 611 with re-
spect to such bonus or royalty (wheth-
er determined under § 1.611–2 or under
section 613) shall be disallowed for the
taxable year of receipt or accrual and
each subsequent taxable year until the
aggregate amount of the depletion dis-
allowed under section 617(c) and this
section equals the amount of the ad-
justed exploration expenditures with
respect to the property to which the
bonus or royalty relates. The preceding
sentence shall not apply if the bonus or
royalty is paid with respect to a min-
eral for which a deduction is not allow-
able under section 617(a). In the case of
the disposal of coal or domestic iron
ore with a retained economic interest,
see paragraph (a)(2) of § 1.617–4.

(2) If the taxpayer so elects with re-
spect to all mines as to which deduc-
tions have been allowed under section
617(a) and which reach the producing
stage during the taxable year, he shall
include in gross income (but not gross
income from the property for purposes of
section 613) for such taxable year an
amount equal to the adjusted explo-
ration expenditures (determined under
section 617(f)(1) and paragraph (d) of
this section) with respect to all of such
mines. The amount so included in in-
come shall be treated for purposes of
subtitle A of the Internal Revenue
Code as expenditures which are paid or

incurred on the respective dates on
which the mines reach the producing
stage and which are properly charge-
able to capital account. The fact that a
taxpayer does not make the election
described in this subparagraph for a
taxable year during which mines with
respect to which deductions have been
allowed under section 617(a) reach the
producing stage shall not preclude the
taxpayer from making the election
with respect to other mines which
reach the producing stage during sub-
sequent taxable years. However, the
election described in this subparagraph
may not be made for any taxable year
with respect to any mines which
reached the producing stage during a
preceding taxable year.

(3) The provisions of section 617(b)(1)
and subparagraphs (1) and (2) of this
paragraph do not apply in the case of
any deposit of oil or gas. For example,
A in exploring for sulphur incurred
$500,000 of exploration expenditures
which he deducted under section 617(a).
In the following year, A did not find
sulphur but on the same mineral prop-
erty located commercially marketable
quantities of oil and gas. In computing
the depletion allowance with respect to
the oil and gas, no depletion would be
disallowed because of section 617(b)(1).

(4) In the case of exploration expendi-
tures which are paid or incurred with
respect to a mining property which
contains more than one mine, the pro-
visions of subparagraphs (1) and (2) of
this paragraph shall apply only to the
amount of the adjusted exploration ex-
penditures properly chargeable to the
mine or mines which reach the pro-
ducing stage during the taxable year.
For example, A owns a mining property
which contains mines X, Y, and Z. For
1970, A deducted under section 617(a),
$250,000 with respect to X, $100,000 with
respect to Y and $70,000 with respect to
Z. In 1971, mine X reaches the pro-
ducing stage. At that time, A will only
have to recapture the $250,000 attrib-
utable to mine X.

(b) Manner and time for making elec-
tion. (1) A taxpayer will be deemed not
to have elected pursuant to section
617(b)(1)(A) and paragraph (a)(2) of this
section unless he clearly indicates such
election on his income tax return for
the taxable year in which the mine
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with respect to which deductions were
allowed under section 617(a) reaches
the producing stage.

(2) The election described in para-
graph (a)(2) of this section may be
made (or changed) not later than the
time prescribed by law for filing the re-
turn (including extensions thereof) for
the taxable year in which the mine
with respect to which deductions were
allowed under section 617(a) reaches
the producing stage.

(c) Definitions—(1) Mine. The term
mine includes all quarries, pits, shafts,
and wells, and any other excavations or
workings for the purpose of extracting
any known deposit of ore or other min-
eral.

(2) Producing stage. A mine will be
considered to have reached the pro-
ducing stage when (i) the major portion
of the mineral production is obtained
from workings other than those opened
for the purpose of development, or (ii)
the principal activity of the mine is
the production of developed ores or
minerals rather than the development
of additional ores or minerals for min-
ing.

(3) Mining property. The term mining
property means any property (as the
term is defined in section 614(a) after
the application of subsections (c) and
(e) thereof) with respect to which any
expenditures allowed as deductions
under section 617(a) are properly
chargeable.

(d) Adjusted exploration expenditures—
(1) In general. The term adjusted explo-
ration expenditures means, with respect
to any property or mine:

(i) The aggregate amount of the ex-
penditures allowed as deductions under
section 617(a) for the taxable year and
all preceding taxable years to the tax-
payer or any other person which are
properly chargeable to such property
or mine and which (but for the election
under section 617(a)) would be reflected
in the adjusted basis of such property
or mine, reduced by

(ii) The excess, if any, of the amount
which would have been allowable for
all taxable years under section 613 but
for the deduction of such expenditures
over the amount allowable for deple-
tion under section 611 (determined
without regard to section 617(b)(1)(B)).
The amount determined under the pre-

ceding sentence shall be reduced by the
aggregate of the amounts included in
gross income for the taxable year and
all preceding taxable years under sec-
tion 617(b) or (c) and the amount treat-
ed under section 617(d) as gain from the
sale or exchange of the property which
is neither a capital asset nor property
described in section 1231.

(iii) If a taxpayer pays or incurs ex-
ploration expenditures on a property
which contains a producing mine and if
such taxpayer deducts any portion of
such expenditures under section 617(a),
an amount equal to the amount so de-
ducted shall be taken into account in
computing the taxpayer’s taxable in-
come from the property for the purposes
of the limitation on the percentage de-
pletion deduction under section 613(a)
and the regulations thereunder. The
amount of the adjusted exploration ex-
penditures with respect to the pro-
ducing mine shall be reduced by an
amount equal to the amount by which
the taxpayer’s deduction under 617(a)
(described in the preceding sentence)
reduces the taxpayer’s deduction for
depletion for the taxable year. See ex-
ample 1 in subparagraph (6) of this
paragraph.

(iv) For purposes of § 1.617–4, the ag-
gregate amount of adjusted exploration
expenditures with respect to a mining
property includes the aggregate
amount of adjusted exploration expend-
itures properly allocable to all mines
on such property.

(v) (a) For purposes of paragraph
(a)(1) of this section, the aggregate
amount of the adjusted exploration ex-
penditures is determined as of the close
of the taxpayer’s taxable year.

(b) For purposes of § 1.617–4, the ag-
gregate amount of the adjusted explo-
ration expenditures is determined as of
the date of the disposition of the min-
ing property or portion thereof.

(2) Adjustments for certain expenditures
of other taxpayers or in respect of other
property. (i) For purposes of subpara-
graph (1) of this paragraph, the explo-
ration expenditures which must be
taken into account in determining the
adjusted exploration expenditures with
respect to any property or mine are not
limited to those expenditures with re-
spect to the property disposed of or
which entered the production stage nor
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are such expenditures limited to those
deducted by the taxpayer. For the
manner of determining the amount of
adjusted exploration expenditures im-
mediately after certain dispositions,
see subparagraph (4) of this paragraph.

(ii) If a transferee who at the time of
the transfer has not made an election
under section 617(a) (including a trans-
feree who has made an election under
section 615(e)) receives mineral prop-
erty in a transaction in which the basis
of such property in his hands is deter-
mined in whole or in part by reference
to its basis in the hands of the trans-
feror and with respect to such property
the transferor has deducted exploration
expenditures under section 617(a), the
adjusted exploration expenditures im-
mediately after such transfer shall be
treated as exploration expenditures al-
lowed as deductions under section
617(a) to the transferee.

(iii) If a transferee who makes an
election under section 617(a) receives
mineral property in a transaction in
which the basis of such property in his
hands is determined in whole or in part
by reference to the basis of such prop-
erty in the hands of the transferor and
the transferor had in effect at the time
of the transfer an election under sec-
tion 615(e), an amount equal to the
total of the amounts allowed as deduc-
tions to the transferor under section
615 with respect to the transferred
property shall be treated as expendi-
tures allowed as deductions under sec-
tion 617(a) to the transferee. The pre-
ceding sentence shall not apply to ex-
penditures which could not have been
reflected in the basis of the property in
the hands of the transferee had the
transferor not made the section 615(e)
election.

(iv) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. On July 14, 1969, A purchased
mineral property Z for $10,000. After deduct-
ing exploration expenditures of $20,000 under
section 617(a), A transferred the property to
his son as a gift on July 9, 1970. Since the ex-
ception for gifts in section 617(d)(3) (by in-
corporation by reference of the provisions of
section 1245(b)(1)) applies, A does not recog-
nize gain under section 617(d). On September
30, 1972 after deducting exploration expendi-
tures of $150,000 under section 617(a), the son
transfers the mineral property to corpora-

tion X in a transaction under which no gain
is recognized by the son under section 351.
Since the exception of section 617(d)(3) (by
incorporation by reference of the provisions
of section 1245(b)(3)) applies, the son does not
recognize gain under section 617(d). On No-
vember 14, 1972, corporation X sells the min-
eral property. No deductions for exploration
expenditures were taken by corporation X.
The amount of the adjusted exploration ex-
penditures with respect to mineral property
Z to be recaptured by corporation X upon
such sale is $170,000 (the total amount de-
ducted by A and the son).

Example 2. Assume the same facts as in ex-
ample 1 except that A deducted the $20,000 of
exploration expenditures under section
615(a). The amount of the adjusted explo-
ration expenditures with respect to mineral
property Z in corporation X’s hands is
$170,000 (the $20,000 deducted under section
615(a) by A plus the $150,000 deducted under
section 617(a) by the son).

(3) Allocation of certain expenditures. A
project area consists of that territory
which the taxpayer has determined by
analysis of certain variables (the size
and topography of the area to be ex-
plored, existing information with re-
spect to that area and nearby areas,
and the quantity of equipment, men,
and money available) can be explored
advantageously as a single integrated
operation. If exploration expenditures
are paid or incurred with respect to a
project area and one or more areas of
interest are identified within such
project area, the entire amount of such
expenditures shall be allocated equally
to each such area of interest. If an area
of interest contains one or more mines
or deposits the expenditures allocable
to such area of interest shall be allo-
cated (i) if only one mine or deposit is
located or identified, entirely to such
mine or deposit, or (ii) if more than one
mine or deposit is located or identified,
equally among the various mines or de-
posits located. For purposes of this
subparagraph, the term area of interest
means each separable, noncontiguous
portion of the project area which is
identified as possessing sufficient min-
eral-producing potential to merit fur-
ther exploration. The provisions of this
subparagraph may be illustrated by the
following example: A pays $100,000 for
the exploration of a project area which
results in the identification of two
areas of interest. A pays an additional
$60,000 for the exploration of one of the
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areas of interest in which he locates
mineral deposit X and mineral deposit
Y. With respect to the exploration of
deposit X he incurs an additional
$100,000 of expenses and with respect to
deposit Y he incurs an additional
$200,000 of expenses. The exploration
expenditures properly attributable to
deposit X would be $155,000 ($100,000
plus one-half of $50,000 plus one-half of
$60,000) and the exploration expendi-
tures properly attributable to deposit
Y would be $255,000 ($200,000 plus one-
half of $50,000 plus one-half of $60,000).

(4) Partnership distributions. The ad-
justed exploration expenditures with
respect to any property or mine re-
ceived by a taxpayer in a distribution
with respect to all or part of his inter-
est in a partnership (i) include the ad-
justed exploration expenditures (not
otherwise included under section
617(f)(1)) with respect to such property
or mine immediately prior to such dis-
tribution and (ii) shall be reduced by
the amount of gain to which section
751(b) applies realized by the partner-
ship (as constituted after the distribu-
tion) on the distribution of such prop-
erty or mine. In the case of any prop-
erty or mine held by a partnership
after a distribution to a partner to
which section 751(b) applies, the ad-
justed exploration expenditures with
respect to such property or mine shall
be reduced by the amount of gain (if
any) to which section 751(b) applies re-
alized by such partner with respect to
such distribution on account of such
property or mine.

(5) Amount of transferee’s adjusted ex-
ploration expenditures immediately after
certain acquisitions—(i) Transactions in
which basis is determined by reference to
the cost or fair market value of the prop-
erty transferred. (a) If on the date a per-
son acquires mining property his basis
for the property is determined solely
by reference to its cost (within the
meaning of section 1012), then on such
date the amount of the adjusted explo-
ration expenditures for the mining
property in such person’s hands is zero.

(b) If on the date a person acquires
mining property his basis for the prop-
erty is determined solely by reason of
the application of section 301(d) (relat-
ing to basis of property received in cor-
porate distribution) or section 334(a)

(relating to basis of property received
in a liquidation in which gain or loss is
recognized), then on such date the
amount of the adjusted exploration ex-
penditures for the mining property in
such person’s hands is zero.

(c) If on the date a person acquires
mining property his basis for the prop-
erty is determined solely under the
provisions of section 334(b)(2) or (c) (re-
lating to basis of property received in
certain corporate liquidations), then on
such date the amount of the adjusted
exploration expenditures for the min-
ing property in such person’s hands is
zero.

(d) If on the date a person acquires
mining property from a decedent such
person’s basis is determined, by reason
of the application of section 1014(a),
solely by reference to the fair market
value of the property on the date of the
decedent’s death or on the applicable
date provided in section 2032 (relating
to alternate valuation date), then on
the date of acquisition the amount of
the adjusted exploration expenditures
for the mining property in such per-
son’s hands is zero.

(ii) Gifts and certain tax-free trans-
actions. (a) If mining property is dis-
posed of in a transaction described in
(b) of this subdivision (ii), then the
amount of the adjusted exploration ex-
penditures for the mining property in
the hands of a transferee immediately
after the disposition shall be an
amount equal to:

(1) The amount of the adjusted explo-
ration expenditures with respect to the
mining property in the hands of the
transferor immediately before the dis-
position, minus

(2) The amount of any gain taken
into account under section 617(d) by
the transferor upon the disposition.

(b) The transactions referred to in (a)
of this subdivision (ii) are:

(1) A disposition which is in part a
sale or exchange and in part a gift, or

(2) A disposition which is described in
section 617(d) through the incorpora-
tion by reference of the provisions of
section 1245(b)(3) (relating to certain
tax free transactions).

(iii) Property acquired from a decedent.
If mining property is acquired in a
transfer at death to which section
617(d) applies through incorporation by
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reference of the provisions of section
1245(b)(2), the amount of the adjusted
exploration expenditures with respect
to the mining property in the hands of
the transferee immediately after the
transfer shall include the amount, if
any, of the exploration expenditures
deducted by the transferee before the
decedent’s death, to the extent that
the basis of the mining property (deter-
mined under section 1014(a)) is required
to be reduced under the second sen-
tence of section 1014(b)(9) (relating to
adjustments to basis where the prop-
erty is acquired from a decedent prior
to his death).

(6) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. A owns the working interest in
a large tract of land located in the United
States. A’s interest in the entire tract of
land constitutes one property for purposes of
section 614. In the northwest corner of this
tract is an operating mine, X, producing an
ore of beryllium, which is entitled to a per-
centage depletion rate of 22 percent under
section 613(b)(2)(B). During 1971, A conducts
an exploration program in the southeast cor-
ner of this same tract of land, and he incurs
$400,000 of expenditures to which section
617(a)(1) applies in connection with this ex-
ploration program. A elects to deduct this
amount as expenses under section 617(a).
During 1971, A’s gross income from the property
computed under section 613 was $1 million,
with respect to the property encompassing
mine X and the area in which exploration
was conducted. A’s taxable income from the
property computed under section 613, before
adjustment to reflect the deductions taken
with respect to the property during the year
under section 617, was $400,000. The cost de-
pletion deduction allowable and deducted
with respect to the property during 1971 was
$50,000. The amount of adjusted exploration
expenditures chargeable to the exploratory
mine (hereinafter referred to as mine Y) at
the close of 1971 is $250,000, computed as fol-
lows:
Expenditures allowed as deduc-

tions under sec. 617(a) .............. $400,000
Gross income from the

property ........................ $1,000,000
22 percent thereof ........... 220,000
Taxable income from the

property, before adjust-
ment to reflect deduc-
tions allowed under
sec. 617 during year .... 400,000

50 percent thereof—ten-
tative deduction ............ 200,000

Taxable income from the
property after adjust-
ment to reflect deduc-
tions allowed under
sec. 617 during year
($400,000 minus
$400,000) ..................... 0

Cost depletion allowed for
year .............................. 50,000

Amount by which allowance for de-
pletion under sec. 611 was re-
duced on account of deductions
under sec. 617 ($200,000 minus
$50,000) ..................................... 150,000

Adjusted exploration expenditures
at end of 1971 ............................ 250,000

Example 2. Assume the same facts as in ex-
ample 1. Assume further that mine Y, with
respect to which exploration expenditures
were deducted in 1971, enters the producing
stage in 1972, and that no deductions were
taken under section 617 with respect to that
mine after 1971. A does not make an election
under section 617(b)(1)(A) during 1972. As-
sume that the depletion deduction which
would be allowable for 1972 with respect to
the property (which includes both mines) but
for the application of section 617(b)(1)(B) is
$100,000. Pursuant to section 617(b)(1)(B), this
depletion deduction is disallowed. Therefore,
the amount of adjusted exploration expendi-
tures with respect to mine Y at the end of
1972 is $150,000 ($250,000 less $100,000).

[T.D. 7192, 37 FR 12945, June 30, 1972]

§ 1.617–4 Treatment of gain from dis-
position of certain mining property.

(a) In general. (1) In general, section
617(d)(1) provides, that, upon a disposi-
tion of mining property, the lower of (i)
the adjusted exploration expenditures (as
defined in section 617(f)(1) and para-
graph (d) of § 1.617–3) with respect to
the property, or (ii) the amount, if any,
by which the amount realized on the
sale, exchange, or involuntary conver-
sion (or the fair market value of the
property on any other disposition, ex-
ceeds the adjusted basis of the prop-
erty, shall be treated as gain from the
sale of exchange of property which is
neither a capital asset nor property de-
scribed in section 1231 (that is, shall be
recognized as ordinary income). How-
ever, any amount recognized under the
preceding sentence shall not be in-
cluded by the taxpayer in his gross in-
come from the property for purposes of
section 613. Generally, the ordinary in-
come treatment applies even though in
the absence of section 617(d) no gain
would be recognized under any other
provision of the Code. For example, if a
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corporation distributes mining prop-
erty as a dividend, gain may be recog-
nized as ordinary income to the cor-
poration even though, in the absence of
section 617, section 311(a) would pre-
clude any recognition of gain to the
corporation. For an exception to the
recognition of gain with respect to dis-
positions which involve mineral pro-
duction payments, see section 636 and
the regulations thereunder. For the
definition of the term mining property,
see section 617(f)(2) and paragraph
(c)(3), of § 1.617–3. For exceptions and
limitations to the application of sec-
tion 617(d)(1), see section 617(d)(3) and
paragraph (c) of this section.

(2) In the case of a sale, exchange, or
involuntary conversion of mining prop-
erty, the gain to which section 617(d)(1)
applies is the lower of the adjusted ex-
ploration expenditures with respect to
such property or the excess of the
amount realized upon the disposition of
the property over the adjusted basis of
the property. In the case of a disposi-
tion of mining property other than by
a manner described in the preceding
sentence, the gain to which section
617(d)(1) applies is the lower of the ad-
justed exploration expenditures with
respect to such property or the excess
of the fair market value of the prop-
erty on the date of disposition over the
adjusted basis of the property. In the
case of a disposal of coal or domestic
iron ore subject to a retained economic
interest to which section 631(c) applies,
the excess of the amount realized over
the adjusted basis of the mining prop-
erty shall be treated as equal to the
gain, if any, referred to in section
631(c). For determination of the
amount realized upon a disposition of
mining property and nonmining prop-
erty, see paragraph (c)(3)(i) of this sec-
tion.

(3) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. On July 14, 1970, A purchased
undeveloped mining property for $100,000.
During 1970, A incurred with respect to the
property, $50,000 of exploration expenditures
which he deducts under section 617(a). In
1971, A incurred $150,000 of exploration ex-
penditures with respect to the property
which he deducts on his income tax return.
On January 2, 1972, A sells the mining prop-
erty to B for $250,000. A’s gain on the sale is

$150,000 ($250,000 amount realized minus
$100,000 basis). Since the excess of the
amount realized over the adjusted basis of
the mining property is less than the adjusted
exploration expenditures with respect to the
property ($200,000), the entire gain is treated
as ordinary income under section 617(d)(1).

Example 2. Assume the same facts as in ex-
ample 1 except that A sells the mining prop-
erty to B for $400,000, thereby realizing gain
of $300,000 ($400,000 minus $100,000 basis).
Since the amount of adjusted exploration ex-
penditures with respect to the mining prop-
erty ($200,000) is less than the amount real-
ized upon its disposition ($300,000), an
amount equal to the amount of adjusted ex-
ploration expenditures is treated as ordinary
income under section 617(d)(1). The remain-
ing $100,000 is treated by A without regard to
section 617(d)(1).

(4) Section 617(d) does not apply to
losses. Thus, section 617(d) does not
apply if a loss is realized upon a sale,
exchange, or involuntary conversion of
mining property, nor does section
617(d) apply to a disposition of mining
property other than by way of sale, ex-
change, or involuntary conversion if at
the time of the disposition the fair
market value of such property is not
greater than its adjusted basis.

(b) Disposition of portion of mining
property. (1) For purposes of section
617(d)(1) and paragraph (a) of this sec-
tion, except as provided in subpara-
graph (3) of this paragraph, in the case
of the disposition of a portion of a min-
ing property (other than an undivided
interest), the entire amount of the ad-
justed exploration expenditures with
respect to such property shall be treat-
ed as attributable to such portion to
the extent of the amount of the gain to
which section 617(d)(1) applies. If the
amount of the gain to which section
617(d)(1) applies is less than the amount
of the adjusted exploration expendi-
tures with respect to the property, the
balance of the adjusted exploration ex-
penditures shall remain subject to re-
capture in the hands of the taxpayer
under the provisions of section 617 (b),
(c), and (d). The disposition of a portion
of a mining property (other than an un-
divided interest) includes the disposi-
tion of a geographical portion of a min-
ing property. For example, assume that
A owns an 80-acre tract of land with re-
spect to which he has deducted explo-
ration expenditures under section
617(a). If A were to sell the north 40
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acres, the entire amount of the ad-
justed exploration expenditures with
respect to the 80-acre tract would be
treated as attributable to the 40-acre
portion sold (to the extent of the
amount of the gain to which section
617(d)(1) applies).

(2) For purposes of section 617(d)(1),
except as provided in subparagraph (3)
of this paragraph, in the case of the
disposition of an undivided interest in
a mining property (or portion thereof)
a proportionate part of the adjusted ex-
ploration expenditures with respect to
such property shall be treated as at-
tributable to such undivided interest to
the extent of the amount of the gain to
which section 617(d)(1) applies. For ex-
ample, assume that A owns an 80-acre
tract of land with respect to which he
has deducted exploration expenditures
under section 617(a). If A were to sell
an undivided 40 percent interest in
such tract, 40 percent of the adjusted
exploration expenditures with respect
to the 80-acre tract would be treated as
attributable to the 40 percent of the 80-
acre tract disposed of (to the extent of
the amount of the gain to which sec-
tion 617(d)(1) applies).

(3) Section 617(d)(2) and subpara-
graphs (1) and (2) of this paragraph
shall not apply to any expenditure to
the extent that such expenditure re-
lates neither to the portion (or interest
therein) disposed of nor to any mine, in
the property held by the taxpayer be-
fore the disposition, which has reached
the producing stage. In any case where
a taxpayer disposes of a mining prop-
erty (or interest therein) and treats ad-
justed exploration expenditures with
respect to the mining property as if
they relate neither to the portion (or
interest therein) disposed of nor to any
mine, in the property held by the tax-
payer before the disposition, which has
reached the producing stage, the tax-
payer shall attach to its return for the
taxable year in which the disposition
occurred, a statement which includes:

(i) A description of the portion (or in-
terest therein) disposed of;

(ii) A description of the mineral prop-
erty which included the portion (or in-
terest therein) disposed of;

(iii) An itemization of all expendi-
tures deducted under sections 617 and

615 with respect to such mineral prop-
erty; and

(iv) A description of the location of
all producing mines on such mineral
property.

(c) Exceptions. (1)(i) Section 617(d)(3)
provides, through incorporation by ref-
erence of the provisions of section
1245(b)(1), that no gain shall be recog-
nized under section 617(d) upon a dis-
position by gift of mining property.
For purposes of this subparagraph, the
term gift means, except to the extent
that subdivision (ii) of this subpara-
graph applies, a transfer of mining
property which, in the hands of the
transferee, has a basis determined
under the provisions of section 1015 (a)
or (d) (relating to basis of property ac-
quired by gift). For reduction in
amount of the charitable contribution
in case of a gift of section 617 property,
see section 170(e) and paragraph (c)(3)
of § 1.170–1.

(ii) Where a disposition of mining
property is in part a sale or exchange
and in part a gift, the gain to which
section 617(d) applies is the lower of the
adjusted exploration expenditures with
respect to such property or the excess
of the amount realized upon the dis-
position of the property over the ad-
justed basis of such property.

(2) Section 617(d)(3) provides, through
incorporation by reference of the provi-
sions of section 1245(b)(2), that, except
as provided in section 691 (relating to
income in respect to a decedent), no
gain shall be recognized under section
617(d) upon a transfer at death. For
purposes of this paragraph, the term
transfer at death means a transfer of
mining property which property, in the
hands of the transferee, has a basis de-
termined under the provisions of sec-
tion 1014(a) (relating to basis of prop-
erty acquired from a decedent) because
of the death of the transferor.

(3)(i) Section 617(d) provides, through
incorporation by reference of the provi-
sions of section 1245(b)(3), that upon a
transfer of property described in sub-
division (ii) of this subparagraph, the
amount of gain taken into account by
the transferor under section 617(d)
shall not exceed the amount of gain
recognized to the transferor on the
transfer (determined without regard to
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section 617). For purposes of this sub-
division, in case of a transfer of mining
property and nonmining property in
one transaction, the amount realized
from the disposition of the mining
property shall be deemed to be equal to
the amount which bears the same ratio
to the total amount realized as the fair
market value of the mining property
bears to the aggregate fair market
value of all of the property transferred.
The preceding sentence shall be applied
solely for purposes of computing the
portion of the total gain (determined
without regard to section 617) which
shall be recognized as ordinary income
under section 617(d). Section 617(d)(3)
does not apply to a disposition of min-
ing property to an organization (other
than a cooperative described in section
521) which is exempt from the tax im-
posed by chapter 1 of the Code.

(ii) The transfers referred to in sub-
division (i) of this subparagraph are
transfers of mining property in which
the basis of the mining property in the
hands of the transferee is determined
by reference to its basis in the hands of
the transferor by reason of the applica-
tion of any of the following provisions:

(a) Section 332 (relating to distribu-
tions in complete liquidation of an 80-
percent-or-more controlled subsidiary
corporation). See subdivision (iii) of
this subparagraph.

(b) Section 351 (relating to transfer to
a corporation controlled by transferor).

(c) Section 361 (relating to exchanges
pursuant to certain corporate reorga-
nizations).

(d) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings).

(e) Section 374(a) (relating to ex-
changes pursuant to certain railroad
reorganizations).

(f) Section 721 (relating to transfers
to a partnership in exchange for a part-
nership interest).

(g) Section 731 (relating to distribu-
tions by a partnership to a partner).

(iii) In the case of a distribution in
complete liquidation of an 80-percent-
or-more controlled subsidiary to which
section 332 applies, the limitation pro-
vided in section 617(d)(3), through in-
corporation by reference of the provi-
sions of section 1245(b)(3), is confined to
instances in which the basis of the

mining property in the hands of the
transferee is determined under section
334(b)(1), by reference to its basis in the
hands of the transferor. Thus, for ex-
ample, the limitation may apply in re-
spect of a liquidating distribution of
mining property by an 80-percent-or-
more controlled corporation to the par-
ent corporation, but does not apply in
respect of a liquidating distribution of
mining property to a minority share-
holder. Section 617(d)(3) does not apply
to a liquidating distribution of prop-
erty by an 80-percent-or-more con-
trolled subsidiary to its parent if the
parent’s basis for the property is deter-
mined, under section 334(b)(2), by ref-
erence to its basis in the stock of the
subsidiary.

[T.D. 7192, 37 FR 12947, June 30, 1972]

EXCLUSIONS FROM GROSS INCOME

§ 1.621–1 Payments to encourage ex-
ploration, development, and mining
for defense purposes.

(a) General rule. (1) Under section 621,
a taxpayer shall exclude from gross in-
come amounts which are paid to him:

(i) By the United States or by an
agency or instrumentality of the
United States,

(ii) As a grant, gift, bounty, bonus,
premium, incentive, subsidy, loan, or
advance,

(iii) For the encouragement of explo-
ration for, or development or mining
of, a critical and strategic mineral or
metal,

(iv) Pursuant to or in connection
with an undertaking by the taxpayer
to explore for, or develop or produce,
such mineral or metal and to expend or
use any amounts so received for the
purpose and in accordance with the
terms and conditions upon which such
amounts are paid, which undertaking
has been approved by the United States
or by an agency or instrumentality of
the United States, and

(v) For which the taxpayer has ac-
counted, or is required to account, to
an appropriate agency of the United
States Government for the expenditure
or use thereof for the purpose and in
accordance with the terms and condi-
tions upon which such amounts are
paid.
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In order for section 621 to apply, such
amount must qualify under each of the
foregoing subdivisions of this para-
graph. Under section 621, there shall
also be excluded from gross income any
income attributable to the forgiveness
or discharge of any indebtedness aris-
ing from amounts to which such sec-
tion applies.

(2) Section 621 is applicable whether
or not the payee is obligated to repay
to the United States any portion or all
of the amount so received. However,
such section is not applicable to any
loan or advance for the repayment of
which the borrower’s liability is uncon-
ditional and legally enforceable.

(3) Except as provided in paragraph
(e) of this section any expenditure at-
tributable to an amount received by a
taxpayer to which section 621 applies
shall not be deductible by the taxpayer
as an expense under subtitle A of the
Code, nor shall any such expenditure
increase the basis of the taxpayer’s
property either for determining gain or
loss on sale, exchange, or other disposi-
tion, or for computing depletion or de-
preciation (including amortization
under section 168).

(b) Allowance as part of purchase price.
(1) Section 621 is not applicable to any
part of the purchase price of a critical
and strategic mineral or metal which
amount is received, whether before, on,
or after delivery from the United
States or any agency or instrumen-
tality thereof, and irrespective of
whether such purchase price is below,
at, or above the currently prevailing
market price.

(2) However, a payment of a separate
and specific amount for the encourage-
ment of exploration for, or develop-
ment or mining of, a critical and stra-
tegic mineral or metal shall not be
considered to be a part of the purchase
price of such mineral or metal merely
because such payment is added to, or
included with, the payment of such
purchase price.

(c) Payments for expenditures pre-
viously deducted or capitalized. (1) Where
amounts described in section 621 and
this section are paid to a taxpayer in
reimbursement for expenditures pre-
viously allowed as a deduction, the tax-
payer shall include in gross income
that portion of such amounts which is

equivalent to the deduction for such
expenditures allowed to the taxpayer
and which deduction resulted in a re-
duction for any taxable year of the tax-
payer’s taxes under subtitle A of the
Code (other than chapter 2, relating to
tax on self-employment income), or
prior income, war-profits, or excess-
profits tax laws.

(2) Where amounts described in sec-
tion 621 and this section are paid to the
taxpayer in reimbursement for expend-
itures which have been deferred under
sections 615 and 616 (relating to explo-
ration and development expenditures)
the taxpayer shall include in gross in-
come that portion of such amounts
which is equivalent to any deduction
for such expenditures allowed to the
taxpayer and which deduction resulted
in a reduction for any taxable year of
the taxpayer’s taxes under subtitle A
of the Code (other than chapter 2, re-
lating to tax on self-employment in-
come), or prior income, war-profits, or
excess-profits tax laws. The portion of
such amounts, equivalent to expendi-
tures which are reflected in the ad-
justed basis of the assets to which
charged, shall be excluded from gross
income, and such adjusted basis shall
be decreased by the amount of such ex-
clusion.

(3) Where amounts described in sec-
tion 621 and this section are paid to the
taxpayer in reimbursement for expend-
itures which have been charged to cap-
ital account (either to a depletable or
depreciable account), there shall be in-
cluded in the taxpayer’s gross income
that portion of such amounts which is
equivalent to such capital expenditures
that have been recovered through cost
depletion or depreciation deductions
and which deductions have resulted in
a reduction of the taxpayer’s taxes for
any taxable year under subtitle A of
the Code (other than chapter 2, relat-
ing to tax on self-employment income),
or prior income, war-profits, or excess-
profits tax laws. The portion of such
amounts which is equivalent to the ex-
penditures which are reflected in the
adjusted basis of the asset to which
charged shall be excluded from gross
income. The adjusted basis of such as-
sets shall be reduced by the amount of
such exclusion from gross income.
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(4) Where amounts described in sec-
tion 621 and this section are paid to the
taxpayer in reimbursement for expend-
itures which have been charged to a de-
pletable capital account, such amounts
shall be excluded to the extent such ex-
penditures are recovered through de-
pletion deductions computed under sec-
tion 613 (relating to percentage deple-
tion).

(5) The amount of reimbursed expend-
itures charged to an account (deplet-
able or depreciable) and recovered
through depletion or depreciation de-
ductions for any taxable year shall be
that proportion of the total deductions
allowed with respect to such account
that such reimbursed expenditures bear
to the total amount in the account.
For example, in 1956 A incurs explo-
ration expenditures of $12,000 which he
charges to a depletable capital ac-
count. This brings the total amount in
this account to $36,000 which is the ad-
justed basis of the property on January
1, 1957. In 1957, A is allowed a deduction
for cost depletion of $9,000 which re-
sulted in a reduction of A’s income
taxes. One-third of this deduction is at-
tributable to the $12,000 of exploration
expenditures since they were a third of
the total in the capital account on Jan-
uary 1, 1957. Therefore, on January 1,
1958, these exploration expenditures
make up $9,000 of the remaining $27,000
in the account. If on January 1, 1958, A
receives $12,000, which qualifies under
section 621, in reimbursement for these
exploration expenditures, he must re-
port $3,000 as income and reduce the
capital account by $9,000.

(d) Definition. As used in section 621
and this section, the term critical and
strategic minerals or metals means min-
erals and metals which are considered
by those departments, agencies, and in-
strumentalities of the United States
charged with the encouragement of ex-
ploration for, and development and
mining of, critical and strategic min-
erals and metals, to constitute critical
and strategic minerals and metals for
defense purposes. See, for example, 30
CFR 301.3 (Regulations for Obtaining
Federal Assistance in Financing Explo-
rations for Mineral Reserves, Exclud-
ing Organic Fuels, in the United
States, its Territories and Posses-
sions).

(e) Repayments of amounts excluded
under section 621. Upon the repayment
by the taxpayer of any portion of any
amount to which section 621 applies
and which portion has been expended
for the purpose and in accordance with
the terms and conditions upon which it
was paid to the taxpayer, any expendi-
tures attributable to such amount
made by the taxpayer shall be treated
as if such expenditures had been made
at the time of such repayment. Such
expenditures shall to the extent of the
repayment be expensed or capitalized,
as the case may be, in the order in
which they were actually made or in
such other manner as may be adopted
by the taxpayer with the approval of
the Commissioner.

SALES AND EXCHANGES

§ 1.631–1 Election to consider cutting
as sale or exchange.

(a) Effect of election. (1) Section 631 (a)
provides an election to certain tax-
payers to treat the difference between
the actual cost or other basis of certain
timber cut during the taxable year and
its fair market value as standing tim-
ber on the first day of such year as gain
or loss from a sale or exchange under
section 1231. Thereafter, any subse-
quent gain or loss shall be determined
in accordance with paragraph (e) of
this section.

(2) For the purposes of section 631(a)
and this section, timber shall be con-
sidered cut at the time when in the or-
dinary course of business the quantity
of timber felled is first definitely deter-
mined.

(3) The election may be made with re-
spect to any taxable year even though
such election was not made with re-
spect to a previous taxable year. If an
election has been made under the pro-
visions of section 631(a), or cor-
responding provisions of prior internal
revenue laws, such election shall be
binding upon the taxpayer not only for
the taxable year for which the election
is made but also for all subsequent tax-
able years, unless the Commissioner on
showing by the taxpayer of undue hard-
ship permits the taxpayer to revoke his
election for such subsequent taxable
years. If the taxpayer has revoked a
previous election, such revocation shall
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preclude any further elections unless
the taxpayer obtains the consent of the
Commissioner.

(4) Such election shall apply with re-
spect to all timber which the taxpayer
has owned, or has had a contract right
to cut, for a period of more than 1 year
(6 months for taxable years beginning
before 1977; 9 months for taxable years
beginning in 1977) prior to when such
timber is cut for sale or for use in the
taxpayer’s trade or business, irrespec-
tive of whether such timber or contract
right was acquired before or after the
election. (For purposes of the preceding
sentence, the rules with respect to the
holding period of property contained in
section 1223 shall be applicable.) How-
ever, timber which is not cut for sale
or for use in the taxpayer’s trade or
business (for example, firewood cut for
the taxpayer’s own household con-
sumption) shall not be considered to
have been sold or exchanged upon the
cutting thereof.

(b) Who may make election. (1) A tax-
payer who has owned, or has held a
contract right to cut, timber for a pe-
riod of more than 1 year (6 months for
taxable years beginning before 1977; 9
months for taxable years beginning in
1977) prior to when the timber is cut
may elect under section 631(a) to con-
sider the cutting of such timber during
such year for sale or for use in the tax-
payer’s trade or business as a sale or
exchange of the timber so cut. In order
to have a contract right to cut timber
within the meaning of section 631(a)
and this section, a taxpayer must have
a right to sell the timber cut under the
contract on his own account or to use
such cut timber in his trade or busi-
ness.

(2) For purposes of section 631(a) and
this section, the term timber includes
evergreen trees which are more than
six years old at the time severed from
their roots and are sold for ornamental
purposes, such as Christmas decora-
tions. Section 631(a) is not applicable
to evergreen trees which are sold in a
live state, whether or not for orna-
mental purposes. Tops and other parts
of standing timber are not considered
as evergreen trees within the meaning
of section 631(a). The term evergreen
trees is used in its commonly accepted
sense and includes pine, spruce, fir,

hemlock, cedar, and other coniferous
trees.

(c) Manner of making election. The
election under section 631(a) must be
made by the taxpayer in his income tax
return for the taxable year for which
the election is applicable, and such
election cannot be made in an amended
return for such year. The election in
the return shall take the form of a
computation under the provisions of
section 631(a) and section 1231.

(d) Computation of gain or loss under
the election. (1) If the cutting of timber
is considered as a sale or exchange pur-
suant to an election made under sec-
tion 631(a), gain or loss shall be recog-
nized to the taxpayer in an amount
equal to the difference between the ad-
justed basis for depletion in the hands
of the taxpayer of the timber which has
been cut during the taxable year and
the fair market value of such timber as
of the first day of the taxable year in
which such timber is cut. The adjusted
basis for depletion of the cut timber
shall be based upon the number of
units of timber cut during the taxable
year which are considered to be sold or
exchanged and upon the depletion unit
of the timber in the timber account or
accounts pertaining to the timber cut,
and shall be computed in the same
manner as is provided in section 611
and the regulations thereunder with re-
spect to the computation of the allow-
ance for depletion.

(2) The fair market value of the tim-
ber as of the first day of the taxable
year in which such timber is cut shall
be determined, subject to approval or
revision by the district director upon
examination of the taxpayer’s return,
by the taxpayer in the light of the
most reliable and accurate information
available with reference to the condi-
tion of the property as it existed at
that date, regardless of all subsequent
changes, such as changes in sur-
rounding circumstances, methods of
exploitation, degree of utilization, etc.
The value sought will be the selling
price, assuming a transfer between a
willing seller and a willing buyer as of
that particular day. Due consideration
will be given to the factors and the
principles involved in the determina-
tion of the fair market value of timber
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as described in the regulations under
section 611.

(3) The fair market value as of the
beginning of the taxable year of the
standing timber cut during the year
shall be considered to be the cost of
such timber, in lieu of the actual cost
or other basis of such timber, for all
purposes for which such cost is a nec-
essary factor. See paragraph (e) of this
section.

(4) For any taxable year for which
the cutting of timber is considered to
be a sale or exchange of such timber
under section 631(a), the timber so cut
shall be considered as property used in
the trade or business for the purposes
of section 1231, along with other prop-
erty of the taxpayer used in the trade
or business as defined in section
1231(b), regardless of whether such tim-
ber is property of a kind which would
properly be includible in the inventory
of the taxpayer if on hand at the close
of the taxable year or property held by
the taxpayer primarily for sale to cus-
tomers in the ordinary course of his
trade or business. Whether the gain or
loss considered to have resulted from
the cutting of the timber will be con-
sidered to be gain or loss resulting
from the sale or exchange of capital as-
sets held for more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977) depends upon the ap-
plication of section 1231 to the tax-
payer for the taxable year. See section
1231 and the regulations thereunder.

(e) Computaton of subsequent gain or
loss. (1) In case the products of the tim-
ber are sold after cutting, either in the
form of logs or lumber or in the form of
manufactured products, the income
from such actual sales shall be consid-
ered ordinary income. When the elec-
tion under section 631(a) is in effect,
the cost of standing timber cut during
the taxable year is determined as if the
taxpayer had purchased such timber on
the first day of the taxable year. Thus,
in determining the cost of the products
so sold, the cost of the timber shall be
the fair market value on the first day
of the taxable year in which the stand-
ing timber was cut, in lieu of the ac-
tual cost or other basis of such timber.

(2) This is also the rule in case the
products of the timber cut during one

taxable year, with respect to which an
election has been made under section
631(a), are sold during a subsequent
taxable year, whether or not the elec-
tion provided in section 631(a) is appli-
cable with respect to such subsequent
year. If the products of the timber cut
during a taxable year with respect to
which an election under section 631(a)
was made were not sold during such
year and are included in inventory at
the close of such year, the fair market
value as of the beginning of the year of
the timber cut during the year shall be
used in lieu of the actual cost of such
timber in computing the closing inven-
tory for such year and the opening in-
ventory for the succeeding year. With
respect to the costs applicable in the
determination of the amount of such
inventories, there shall be included the
fair market value of the timber cut,
the costs of cutting, logging, and all
other expenses incident to the cost of
converting the standing timber into
the products in inventory. See section
471 and the regulations thereunder. The
fact that the fair market value as of
the first day of the taxable year in
which the timber is cut is deemed to be
the cost of such timber shall not pre-
clude the taxpayer from computing its
inventories upon the basis of cost or
market, whichever is lower, if such is
the method used by the taxpayer. Nor
shall it preclude the taxpayer from
computing its inventories under the
last-in, first-out inventory method pro-
vided by section 472 if such section is
applicable to, and has been elected by,
the taxpayer.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7730,
45 FR 72650, Nov. 3, 1980]

§ 1.631–2 Gain or loss upon the dis-
posal of timber under cutting con-
tract.

(a) In general. (1) If an owner disposes
of timber held for more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977) before such disposal,
under any form or type of contract
whereby he retains an economic inter-
est in such timber, the disposal shall be
considered to be a sale of such timber.
The difference between the amounts re-
alized from disposal of such timber in
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any taxable year and the adjusted basis
for depletion thereof shall be consid-
ered to be a gain or loss upon the sale
of such timber for such year. Such ad-
justed basis shall be computed in the
same manner as provided in section 611
and the regulations thereunder with re-
spect to the allowance for depletion.
See paragraph (e)(2) of this section for
definition of owner. For the purpose of
determining whether or not the timber
disposed of was held for more than 1
year (6 months for taxable years begin-
ning before 1977; 9 months for taxable
years beginning in 1977) before such
disposal the rules with respect to the
holding period of property contained in
section 1223 shall be applicable.

(2) In the case of such a disposal, the
provisions of section 1231 apply and
such timber shall be considered to be
property used in the trade or business
for the taxable year in which it is con-
sidered to have been sold, along with
other property of the taxpayer used in
the trade or business as defined in sec-
tion 1231(b), regardless of whether such
timber is property held by the taxpayer
primarily for sale to customers in the
ordinary course of his trade or busi-
ness. Whether gain or loss resulting
from the disposition of the timber
which is considered to have been sold
will be deemed to be gain or loss result-
ing from a sale of a capital asset held
for more than 1 year (6 months for tax-
able years beginning before 1977; 9
months for taxable years beginning in
1977) will depend upon the application
of section 1231 to the taxpayer for the
taxable year.

(b) Determination of date of disposal.
(1) For purposes of section 631(b) and
this section, the date of disposal of
timber shall be deemed to be the date
such timber is cut. However, if pay-
ment is made to the owner under the
contract for timber before such timber
is cut the owner may elect to treat the
date of payment as the date of disposal
of such timber. Such election shall be
effective only for purposes of deter-
mining the holding period of such tim-
ber. Neither section 631(b) nor the elec-
tion thereunder has any effect on the
time of reporting gain or loss. See sub-
chapter E, chapter 1 of the Code and
the regulations thereunder. See para-
graph (c)(2) of this section for the ef-

fect of exercising the election with re-
spect to the payment for timber held
for 1 year (6 months for taxable years
beginning before 1977; 9 months for tax-
able years beginning in 1977) or less.
See paragraph (d) of this section for
the treatment of payments received in
advance of cutting.

(2) For purposes of section 631(b) and
this section, the date such timber is cut
means the date when in the ordinary
course of business the quantity of tim-
ber felled is first definitely determined.

(c) Manner and effect of election to
treat date of payment as the date of dis-
posal. (1) The election to treat the date
of payment as the date of disposal of
timber shall be evidenced by a state-
ment attached to the taxpayer’s in-
come tax return filed on or before the
due date (including extensions thereof)
for the taxable year in which the pay-
ment is received. The statement shall
specify the advance payments which
are subject to the election and shall
identify the contract under which the
payments are made. However, in no
case shall the time for making the
election under section 631(b) expire be-
fore the close of March 21, 1958.

(2) Where the election to treat the
date of payment as the date of disposal
is made with respect to a payment
made in advance of cutting, and such
payment is made 1 year (6 months for
taxable years beginning before 1977; 9
months for taxable years beginning in
1977) or less from the date the timber
disposed of was acquired, section 631(b)
shall not apply to such payment irre-
spective of the date such timber is cut,
since the timber was not held for more
than six months prior to disposal.

(d) Payments received in advance of
cutting. (1) Where the conditions of
paragraph (a) of this section are met,
amounts received or accrued prior to
cutting (such as advance royalty pay-
ments or minimum royalty payments)
shall be treated under section 631(b) as
realized from the sale of timber if the
contract of disposal provides that such
amounts are to be applied as payment
for timber subsequently cut. Such
amounts will be so treated irrespective
of whether or not an election has been
made under paragraph (c) of this sec-
tion to treat the date of payment as
the date of disposal. For example, if no
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election has been made under para-
graph (c) of this section, amounts re-
ceived or accrued prior to cutting will
be treated as realized from the sale of
timber, provided the timber paid for is
cut more than 1 year (6 months for tax-
able years beginning before 1977; 9
months for taxable years beginning in
1977) after the date of acquisition of
such timber.

(2) However, if the right to cut tim-
ber under the contract expires, termi-
nates, or is abandoned before the tim-
ber which has been paid for is cut, the
taxpayer shall treat payments attrib-
utable to the uncut timber as ordinary
income and not as received from the
sale of timber under section 631(b). Ac-
cordingly, the taxpayer shall recom-
pute his tax liability for the taxable
year in which such payments were re-
ceived or accrued. The recomputation
shall be made in the form of an amend-
ed return where necessary.

(3)(i) Bonuses received or accrued by
an owner in connection with the grant
of a contract of disposal shall be treat-

ed under section 631(b) as amounts re-
alized from the sale of timber to the
extent attributable to timber held for
more than 1 year (6 months for taxable
years beginning before 1977; 9 months
for taxable years beginning in 1977).

(ii) The adjusted depletion basis at-
tributable to the bonus shall be deter-
mined under the provisions of section
612 and the regulations thereunder.
This subdivision may be illustrated as
follows:

Example. Taxpayer A has held timber hav-
ing a depletion basis of $90,000 for two
months when he enters into a contract of
disposal with B. B pays A a bonus of $5,000
upon the execution of the contract and
agrees to pay X dollars per unit of timber to
A as the timber is cut. A does not exercise
the election to treat the date of payment as
the date of disposal. It is estimated that
there are 50,000 units of timber subject to the
contract and that the total estimated royal-
ties to be paid to A will be $95,000. A must re-
port the bonus in the taxable year it is re-
ceived or accrued by him. The portion of the
basis of the timber attributable to the bonus
is determined by the following formula:

Bonus

Bonus amount of ected royalties
Basis of timber Basis attributable to bonus

+
× =

× =

exp

$5,

$100,
$90, $4,

000

000
000 500

(iii) To the extent attributable to
timber not held for more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977), such bonuses shall
be treated as ordinary income subject
to depletion. In order to determine the
amount of the bonus allocable to tim-
ber not held for more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977), the bonus shall be
apportioned ratably over the estimated
number of units of timber covered by

the contract of disposal. This subdivi-
sion may be illustrated as follows:

Example. Assume under the facts stated in
the example in subdivision (ii) of this sub-
paragraph that B cuts 10,000 units of timber
that have been held by A for 1 year (6 months
for taxable years beginning before 1977; 9
months for taxable years beginning in 1977),
or less. The amount of the bonus (as well as
the royalties) attributable to these units
must be reported as ordinary income subject
to depletion. The amount of the bonus at-
tributable to these units is determined by
the following formula:
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Number of units cut
held for six months or less

Total units ered by the contract
Amount of bonus

Amount of bonus treated
as ordinary income
subject to depletioncov

,

,
$5, $1,

× =

× =10 000

50 000
000 000

The amount of the depletion attributable to
the portion of the bonus received for timber

held for six months or less is determined by
the following formula:

Amount of bonus attributable to
timber held for six month or less

Total bonus
Adjusted basis for
depletion of bonus

Depletion allowance on timber
held for six months or less× =

$1,

$5,
$4, $900

000

000
500× =

The amount of the bonus attributable to
timber held for more than 1 year (6 months
for taxable years beginning before 1977; 9
months for taxable years beginning in 1977),
and which is treated under section 631 (b) as
realized from the sale of timber would be
$4,000. The gain on such amount is $400
($4,000¥$3,600).

(iv) If the right to cut timber under
the contract of disposal expires, termi-
nates, or is abandoned before any tim-
ber is cut, the taxpayer shall treat the
bonus received under such contract as
ordinary income, not subject to deple-
tion. Accordingly, the taxpayer shall
recompute his tax liability for the tax-
able year in which such bonus was re-
ceived. The recomputation shall be
made in the form of an amended return
where necessary.

(e) Other rules for application of sec-
tion. (1) Amounts paid by the lessee for
timber or the acquisition of timber
cutting rights, whether designated as
such or as a rental, royalty, or bonus,
shall be treated as the cost of timber
and constitute part of the lessee’s de-
pletable basis of the timber, irrespec-
tive of the treatment accorded such
payments in the hands of the lessor.

(2) The provisions of section 631(b)
apply only to an owner of timber. An
owner of timber means any person who
owns an interest in timber, including a

sublessor and a holder of a contract to
cut timber. Such owner of timber must
have a right to cut timber for sale on
his own account or for use in his trade
or business in order to own an interest
in timber within the meaning of sec-
tion 631(b).

(3) For purposes of section 631(b) and
this section, the term timber includes
evergreen trees which are more than 6
years old at the time severed from
their roots and are sold for ornamental
purposes such as Christmas decora-
tions. Tops and other parts of standing
timber are not considered as evergreen
trees within the meaning of section
631(b). The term evergreen trees is used
in its commonly accepted sense and in-
cludes pine, spruce, fir, hemlock, cedar,
and other coniferous trees.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7728,
45 FR 72650, Nov. 3, 1980]

§ 1.631–3 Gain or loss upon the dis-
posal of coal or domestic iron ore
with a retained economic interest.

(a) In general. (1) The provisions of
section 631(c) apply to an owner who
disposes of coal (including lignite), or
iron ore mined in the United States,
held for more than 1 year (6 months for
taxable years beginning before 1977; 9
months for taxable years beginning in
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1977) before such disposal under any
form or type of contract whereby he re-
tains an economic interest in such coal
or iron ore. The difference between the
amount realized from disposal of the
coal or iron ore in any taxable year,
and the adjusted depletion basis there-
of plus the deductions disallowed for
the taxable year under section 272,
shall be gain or loss upon the sale of
the coal or iron ore. See paragraph
(b)(4) of this section for the definition
of owner. See paragraph (e) of this sec-
tion for special rules relating to iron
ore.

(2) In the case of such a disposal, the
provisions of section 1231 apply, and
the coal or iron ore shall be considered
to be property used in the trade or
business for the taxable year in which
it is considered to have been sold,
along with other property of the tax-
payer used in the trade or business as
defined in section 1231(b), regardless of
whether the coal or iron ore is property
held by the taxpayer primarily for sale
to customers in the ordinary course of
his trade or business. Whether gain or
loss resulting from the disposition of
the coal or iron ore which is considered
to have been sold will be deemed to be
gain or loss resulting from a sale of a
capital asset held for more than 1 year
(6 months for taxable years beginning
before 1977; 9 months for taxable years
beginning in 1977) will depend on the
application of section 1231 to the tax-
payer for the taxable year; i.e., if the
gains do not exceed the losses, they
shall not be considered as gains and
losses from sales or exchanges of cap-
ital assets but shall be treated as ordi-
nary gains and losses.

(b) Rules for application of section. (1)
For purposes of section 631(c) and this
section, the date of disposal of the coal
or iron ore shall be deemed to be the
date the coal or iron ore is mined. If
the coal or iron ore has been held for
more than 1 year (6 months for taxable
years beginning before 1977; 9 months
for taxable years beginning in 1977) on
the date it is mined, it is immaterial
that it had not been held for more than
1 year (6 months for taxable years be-
ginning before 1977; 9 months for tax-
able years beginning in 1977) on the
date of the contract. There shall be no
allowance for percentage depletion pro-

vided in section 613 with respect to
amounts which are considered to be re-
alized from the sale of coal or iron ore
under section 631(c).

(2) The term adjusted depletion basis
as used in section 631(c) and this sec-
tion means the basis for allowance of
cost depletion provided in section 612
and the regulations thereunder. Such
adjusted depletion basis shall include ex-
ploration or development expenditures
treated as deferred expenses under sec-
tion 615(b) or 616(b), or corresponding
provisions of prior income tax laws,
and be reduced by adjustments under
section 1016(a) (9) and (10), or cor-
responding provisions of prior income
tax laws, relating to deductions of de-
ferred expenses for exploration or de-
velopment expenditures in the taxable
year or any prior taxable years. The
depletion unit of the coal or iron ore
disposed of shall be determined under
the rules provided in the regulations
under section 611, relating to cost de-
pletion.

(3)(i) In determining the gross in-
come, the adjusted gross income, or the
taxable income of the lessee, the de-
ductions allowable with respect to
rents and royalties (except rents and
royalties paid by a lessee with respect
to coal or iron ore disposed of by the
lessee as an owner under section 631(c))
shall be determined without regard to
the provisions of section 631(c). Thus,
the amounts of rents and royalties paid
or incurred by a lessee with respect to
coal or iron ore shall be excluded from
the lessee’s gross income from the
property for the purpose of deter-
mining his percentage depletion with-
out regard to the treatment of such
rents or royalties in the hands of the
recipient under this section. See sec-
tion 613 and the regulations there-
under.

(ii)(a) However, a lessee who is also a
sublessor may dispose of coal or iron
ore as an owner under section 631(c).
Rents and royalties paid with respect
to coal or iron ore disposed of by such
a lessee under section 631(c) shall in-
crease the adjusted depletion basis of
the coal or iron ore and are not other-
wise deductible.

(b) The provisions of this subdivision
may be illustrated by the following ex-
ample:
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Example. B is a sublessor of a coal lease; A
is the lessor; and C is the sublessee. B pays
A a royalty of 50 cents per ton. C pays B a
royalty of 60 cents per ton. The amount real-
ized by B under section 631(c) is 60 cents per
ton and will be reduced by the adjusted de-
pletion basis of 50 cents per ton, leaving a
gain of 10 cents per ton taxable under section
631(c).

(4)(i) The provision of this section
apply only to an owner who has dis-
posed of coal or iron ore and retained
an economic interest. For the purposes
of section 631(c) and this section, the
word owner means any person who
owns an economic interest in coal or
iron ore in place, including a sublessor
thereof. A person who merely acquires
an economic interest and has not dis-
posed of coal or iron ore under a con-
tract retaining an economic interest
does not qualify under section 631(c). A
successor to the interest of a person
who has disposed of coal or iron ore
under a contract by virtue of which he
retained an economic interest in such
coal or iron ore is also entitled to the
benefits of this section. Section 631(c)
and this section shall not apply with
respect to any income realized by any
owner as co-adventurer, partner, or
principal in the mining of such coal or
iron ore.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A owns a tract of coal land in
fee. A leases to B the right to mine all the
coal in this tract in return for a royalty of 30
cents per ton. B subleases his right to mine
coal in this tract to C, who agrees to pay A
30 cents per ton and to pay to B an addi-
tional royalty of 10 cents per ton. Section
631(c) applies to the royalties of both A and
B, if the other requisites of the section have
been met.

Example 2. Assume the same facts as in ex-
ample 1, except that A dies leaving his roy-
alty interest to D. D has an economic inter-
est in the coal in place and qualifies for sec-
tion 631(c) treatment with respect to his
share of the royalties since he is a successor
in title to A.

Example. Assume the same facts as in ex-
ample 1, except that E agrees to pay a sum
of money to C in return for 10 cents per ton
on the coal mined by C. E has an economic
interest, since he must look solely to the ex-
traction of the coal for the return of his in-
vestment. However, E has not made a dis-
posal of coal under a contract wherein he re-
tains an economic interest, and, therefore

does not qualify under section 631(c). E is en-
titled to depletion on his royalties.

(c) Payments received in advance of
mining. (1)(i) Where the conditions of
paragraph (a) of this section are met,
amounts received or accrued prior to
mining shall be treated under section
631(c) as received from the sale of coal
or iron ore if the contract of disposal
provides that such amounts are to be
applied as payment for coal or iron ore
subsequently mined. For example, ad-
vance royalty payments or minimum
royalty payments received by an owner
of coal or iron ore qualify under sec-
tion 631(c) where the contract of dis-
posal grants the lessee the right to
apply such royalties in payment of coal
or iron ore mined at a later time.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. A acquires coal rights on January
1. On January 30, A enters into a contract of
disposal providing that mining shall begin
July 2, and mining actually begins no ear-
lier. Any advance payments which A receives
qualify under section 631(c).

(2) However, if the right to mine coal
or iron ore under the contract expires,
terminates, or is abandoned before the
coal or iron ore which had been paid for
is mined, the taxpayer shall treat pay-
ments attributable to the unmined coal
or iron ore as ordinary income and not
as received from the sale of coal or iron
ore under section 631(c). Accordingly,
the taxpayer shall recompute his tax
liability for the taxable year in which
such payments were received. The re-
computation shall be made in the form
of an amended return where necessary.

(3) Bonuses received or accrued by an
owner in connection with the grant of
a contract of disposal shall be treated
under section 631(c) as received from
the sale of coal or iron ore to the ex-
tent attributable to coal or iron ore
held for more than 1 year (6 months for
taxable years beginning before 1977; 9
months for taxable years beginning in
1977). The rules contained in paragraph
(d) of § 1.631–2 relating to bonuses in the
case of contracts for the disposal of
timber shall be equally applicable in
the case of bonuses received for the
grant of a contract of disposal of coal
or iron ore under this section.
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(d) Nonapplication of section. Section
631(c) shall not affect the application of
the provisions of subchapter G, chapter
1 of the Code, relating to corporations
used to avoid income tax on share-
holders. For example, for the purposes
of applying section 543 (relating to per-
sonal holding companies), the amounts
received from a disposal of coal or iron
ore subject to section 631(c) shall be
considered as mineral royalties. The
determination of whether an amount
received under a contract to which sec-
tion 631(c) applies is personal holding
company income shall be made in ac-
cordance with section 543 and the regu-
lations thereunder, without regard to
section 631(c) or this section. See also
paragraph (e) of § 1.272–1.

(e) Special rules with regard to iron ore.
(1) With regard to iron ore, section
631(c) and this section apply only to
amounts received or accrued in taxable
years beginning after December 31,
1963, attributable to iron ore mined in
such taxable years.

(2) Section 631(c) and this section
apply only to disposals of iron ore
mined in the United States.

(3) For the purposes of section 631(c)
and this section, iron ore is any ore
which is used as a source of iron, in-
cluding but not limited to taconite and
jaspilite.

(4) Section 631(c) shall not apply to
any disposal of iron ore to a person
whose relationship to the person dis-
posing of such iron ore would result in
the disallowance of losses under sec-
tion 267 or 707(b).

(5) Section 631(c)(2) results in the de-
nial of section 631(c) treatment in the
case of a contract for disposal of iron
ore entered into with a person owned
or controlled, directly or indirectly, by
the same interests which own or con-
trol the person disposing of the iron
ore, even though section 631(c) treat-
ment would not be denied under the
provisions of section 631(c)(1). For ex-
ample, section 631(c) treatment is de-
nied in the case of a contract for dis-
posal of iron ore entered into between
two brother and sister corporations, or a
parent corporation and its subsidiary.
The presence or absence of control
shall be determined by applying the
same standards as are applied under
section 482 (relating to the allocation

of income and deductions between tax-
payers).

[T.D. 6841, 30 FR 9307, July 27, 1965, as amend-
ed by T.D. 7730, 45 FR 72650, Nov. 3, 1980]

§ 1.632–1 Tax on sale of oil or gas prop-
erties.

(a) If the taxpayer, by prospecting
and locating claims or by exploring or
discovering undeveloped claims, has
demonstrated the principal value of oil
or gas property, which prior to his ef-
forts had a relatively minor value, the
portion of the tax (or, in the case of
taxable years beginning before Jan. 1,
1971, the surtax) imposed by section 1
attributable to a sale of such property,
or of any interest of the taxpayer
therein, shall not exceed 33 percent (or,
in the case of taxable year beginning
before Jan. 1, 1971, 30 percent) of the
selling price of such property or such
interest. Shares of stock in a corpora-
tion owning oil or gas property do not
constitute an interest in such property.
To determine the application of section
632 to a particular case, the taxpayer
should first compute the tax (or sur-
tax) imposed by section 1 upon his en-
tire taxable income, including the tax-
able income from any sale of such prop-
erty or interest therein, without regard
to section 632. The proportion of the
tax (or surtax) so computed, indicated
by the ratio which the taxpayer’s tax-
able income from the sale of the prop-
erty or interest therein, computed as
prescribed in this section, bears to his
total taxable income is the portion of
the tax attributable to such sale and, if
it exceeds 33 percent (or 30 percent) of
the selling price of such property or in-
terest, such portion of the tax (or sur-
tax) shall be reduced to that amount.

(b) In determining the portion of the
taxable income attributable to the sale
of such oil or gas property or interest
therein, the taxpayer shall allocate to
the gross income derived from such
sale, and to the gross income derived
from all other sources, the expenses,
losses, and other deductions properly
appertaining thereto and shall apply
any general expenses, losses, and de-
ductions (which cannot properly be
otherwise allocated) ratably to the
gross income from all sources. The
gross income derived from the sale of
such oil or gas property or interest
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therein, less the deductions properly
appertaining thereto and less its pro-
portion of any general deductions,
shall be the taxable income attrib-
utable to such sale. The taxpayer shall
submit with his return a statement
fully explaining the manner in which
such expenses, losses, and deductions
are allocated or apportioned.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7117, 36 FR 9421, May 25,
1971]

MINERAL PRODUCTION PAYMENTS

§ 1.636–1 Treatment of production pay-
ments as loans.

(a) In general. (1)(i) For purposes of
subtitle A of the Internal Revenue
Code of 1954, a production payment (as
defined in paragraph (a) of § 1.636–3) to
which this section applies shall be
treated as a loan on the mineral prop-
erty (or properties) burdened thereby
and not as an economic interest in
mineral in place, except to the extent
that § 1.636–2 or paragraph (b) of this
section applies. See paragraph (b) of
§ 1.611–1. A production payment carved
out of mineral property which remains
in the hands of the person carving out
the production payment immediately
after the transfer of such production
payment shall be treated as a mortgage
loan on the mineral property burdened
thereby. A production payment created
and retained upon the transfer of the
mineral property burdened by such pro-
duction payment shall be treated as a
purchase money mortgage loan on the
mineral property burdened thereby.
Such production payments will be re-
ferred to hereinafter in the regulations
under section 636 as carved-out produc-
tion payments and retained production
payments, respectively. Moreover, in
the case of a transaction involving a
production payment treated as a loan
pursuant to this section, the produc-
tion payment shall constitute an item
of income (not subject to depletion),
consideration for a sale or exchange, a
contribution to capital, or a gift if in
the transaction a debt obligation used
in lieu of the production payment
would constitute such an item of in-
come, consideration, contribution to
capital, or gift, as the case may be. For

the definition of the term transfer see
paragraph (c) of § 1.636–3.

(ii) The payer of a production pay-
ment treated as a loan pursuant to this
section shall include the proceeds from
(or, if paid in kind, the value of) the
mineral produced and applied to the
satisfaction of the production payment
in his gross income and gross income
from the property (see section 613(a)) for
the taxable year so applied. The payee
shall include in his gross income (but
not gross income from the property)
amounts received with respect to such
production payment to the extent that
such amounts would be includible in
gross income if such production pay-
ment were a loan. The payer and payee
shall determine their allowable deduc-
tions as if such production payment
were a loan. See section 483, relating to
interest on certain deferred payments
in the case of a production payment
created and retained upon the transfer
of the mineral property burdened
thereby, or in the case of a production
payment transferred in exchange for
property. See section 1232 in the case of
a production payment which is origi-
nally transferred by a corporation at a
discount and is a capital asset in the
hands of the payee. In the case of a
carved-out production payment treated
as a mortgage loan pursuant to this
section, the consideration received for
such production payment by the tax-
payer who created it is not included in
either gross income or gross income from
the property by such taxpayer.

(2) If a production payment is treated
as a loan pursuant to this section, no
transfer of such production payment or
any property burdened thereby (other
than a transfer between the payer and
payee of the production payment
which, if the production payment were
a loan, would extinguish the loan) shall
cause it to cease to be so treated. For
example, A sells operating mineral in-
terest X to B for $100,000, subject to a
$500,000 retained production payment
payable out of X. Subsequently, A sells
the production payment to C, and B
sells X to D. C and D must treat the
production payment as a purchase
money mortgage loan.

(3) The provisions of this paragraph
may be illustrated by the following ex-
amples:
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Example 1. On December 22, 1972, A, a cash-
basis calendar-year taxpayer who owns oper-
ating mineral interest X, carves out of X a
production payment in favor of B for $300,000
plus interest, payable out of 50 percent of the
first oil produced and sold from X. In 1972, A
treats the $300,000 received from B for the
production payment as the proceeds of a
mortgage loan on X. In 1973, A produces and
sells 125,000 barrels of oil for $373,500. A pays
B $186,750 with respect to the production pay-
ment, $168,750 being principal and $18,000
being interest. In computing his gross in-
come and gross income from the property for
the year 1973, A includes the $373,500 and
takes as deductions the allowable expenses
paid in production of such mineral. A also
takes a deduction under section 163 for the
$18,000 interest paid with respect to the pro-
duction payment. For 1973, B would treat
$18,000 as ordinary income not subject to the
allowance for depletion under section 611.

Example 2. Assume the same facts as in ex-
ample 1 except that the principal amount of
the production payment is to be increased by
the amount of the ad valorem tax on the
mineral attributable to the production pay-
ment which is paid by B. Under State law,
the ad valorem tax with respect to the min-
eral attributable to the production payment
is a liability of the owner of the production
payment. For 1973, B inlcudes the amount re-
ceived with respect to such taxes as income
and takes a deduction under section 164 for
the taxes paid by him. Since the ad valorem
taxes paid by B are his liability under State
law, A may not take a deduction under sec-
tion 164 for such taxes.

Example 3. On December 31, 1974, C, a cal-
endar-year taxpayer and owner of the oper-
ating mineral interest Y, sells Y to D for
$10,000 cash and retains a $40,000 production
payment payable out of Y. At the time D ac-
quires the property, it is estimated that
500,000 tons of mineral are recoverable from
the property. In 1975, D produces a total of
50,000 tons from the property. D’s cost deple-
tion for 1975 is $5,000 determined as follows:

Basis in property: $50,000
Total recoverable units: 500,000
Rate of depletion per ton: $0.10

($50,000÷500,000)
Cost depletion for year: $5,000

($0.10 ×50,000)

(b) Exception. (1) A production pay-
ment carved out of a mineral property
(or properties) for exploration or devel-
opment of such property (or properties)
shall not be treated as a mortgage loan
under section 636(a) and this section to
the extent gross income from the property
(for purposes of section 613) would not
be realized by the taxpayer creating
such production payment, under the

law existing at the time of the creation
of such production payment, in the ab-
sence of section 636(a). See section 83
and the regulations thereunder, relat-
ing to property transferred in connec-
tion with the performance of services.
For purposes of section 636(a) and this
paragraph, an expenditure is for explo-
ration or development to the extent
that it is necessary for ascertaining
the existence, location, extent, or qual-
ity of any deposit of mineral or is inci-
dent to and necessary for the prepara-
tion of a deposit for the production of
mineral. However, an expenditure
which relates primarily to the produc-
tion of mineral (as, for example, in the
case of a pilot water flood program
with respect to the secondary recovery
of oil) is not for exploration or develop-
ment as those terms are used in section
636(a) and this paragraph. Whether or
not a production payment is carved out
for exploration or development shall be
determined in light of all relevant
facts and circumstances, including any
prior production of mineral from the
mineral deposit burdened by the pro-
duction payment. However, a produc-
tion payment shall not be treated as
carved out for exploration or develop-
ment to the extent that the consider-
ation for the production payment:

(i) Is not pledged for use in the future
exploration or development of the min-
eral property (or properties) which is
burdened by the production payment;

(ii) May be used for the exploration
or development of any other property,
or for any other purpose than that de-
scribed in subdivision (i) of this sub-
paragraph;

(iii) Does not consist of a binding ob-
ligation of the payee of the production
payment to pay expenses of the explo-
ration or development described in sub-
division (i) of this subparagraph; or

(iv) Does not consist of a binding ob-
ligation of the payee of the production
payment to provide services, materials,
supplies, or equipment for the explo-
ration or development described in sub-
division (i) of this subparagraph.

(2) In the case of a carved-out produc-
tion payment only a portion of which
is subject to the exception provided in
this paragraph, the rules contained in
paragraph (a) of this section with re-
spect to the treatment of income and
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deductions where a production pay-
ment is treated as a loan shall apply to
the portion of the taxpayer’s income or
expenses attributable to the production
payment which bears the same ratio to
the total amount of such income or ex-
penses, as the case may be, as the
amount of the consideration for the
production payment which would have
been realized as income in the absence
of section 636(a), by the taxpayer cre-
ating such production payment, bears
to the total consideration to the tax-
payer for the production payment. For
example, A, owner of a mineral prop-
erty, carves out a production payment
in favor of B for $600,000 plus interest in
return for $600,000 cash. A pledges to
use $400,000 for the development of the
burdened mineral property. In each of
the payout years loan treatment ap-
plies to one-third of the income and ex-
penses of A and B attributable to the
production payment.

(c) Treatment upon disposition or termi-
nation of mineral property burdened by
production payment. (1)(i) In the case of
a sale or other disposition of the min-
eral property burdened by a production
payment treated as a loan pursuant to
this section, there shall be included in
determining the amount realized upon
such disposition an amount equal to
the outstanding principal balance of
such production payment on the date
of such disposition. However, if such a
production payment is created in con-
nection with the disposition, the
amount to be so included shall be the
fair market value of the production
payment, rather than its principal
amount, if the fair market value is es-
tablished by clear and convincing evi-
dence to be an amount which differs
from the principal amount. See section
1001 and the regulations thereunder. In
determining the cost of the transferred
mineral property to the transferee for
purposes of section 1012, the out-
standing principal balance of the pro-
duction payment shall be included in
the cost.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A, the owner of mineral prop-
erty X which is burdened by a carved-out
production payment to which section 636(a)
applies having an outstanding principal bal-

ance of $10,000, sells property X to B, an indi-
vidual, for $100,000 cash. The amount realized
by A on the sale of property X is $110,000. B’s
basis in property X for cost depletion and
other purposes is also $110,000.

Example 2. Assume the same facts as in ex-
ample 1 except that the production payment
is retained by A in connection with the sale
of property X to B, that section 636(b) applies
to the production payment, that the produc-
tion payment includes, in addition to the
$10,000 principal amount, an additional
amount equivalent to interest at a rate
which precludes application of section 483,
and that the fair market value of the produc-
tion payment is $9,000. The amount realized
by A on the sale of property X is $109,000. B’s
basis in property X for cost depletion and
other purposes is $110,000. A’s basis in the re-
tained production payment is $9,000. If the
production payment is paid in full, A realizes
income of $1,000 plus the amount equivalent
to interest, which income is includible in A’s
gross income at the time when such amounts
would be so includible if such production
payment were a loan.

Example 3. C, the owner of mineral prop-
erty Y, sells the mineral property to D for
$500,000 cash. Property Y is burdened by a
carved-out production payment with an out-
standing principal balance of $600,000, 40 per-
cent of the consideration for which was
pledged for the development of property Y.
The amount realized by C on the sale is
$860,000 ($500,000 plus $600,000×.60). D’s basis in
property Y for cost depletion and other pur-
poses is $860,000.

(2) In the case of the expiration, ter-
mination, or abandonment of a mineral
property burdened by a production pay-
ment treated as a loan pursuant to this
section, for purposes of determining
the amount of any loss under section
165 with respect to the burdened min-
eral property the adjusted basis of such
property shall be reduced (but not
below zero) by an amount equal to the
outstanding principal balance of such
production payment on the date of
such expiration, termination, or aban-
donment. Thus, in example 2 in sub-
paragraph (1)(ii) of this paragraph, if B
abandons the mineral property at a
time when $5,000 of the principal
amount of the production payment re-
mains unsatisfied, B’s adjusted basis
immediately before the abandonment
would be reduced by $5,000 for deter-
mining his loss on abandonment under
section 165.

(3) In the case of a transfer of a por-
tion of the mineral property burdened
by a production payment treated as a
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loan pursuant to this section, such pro-
duction payment shall be apportioned
between the transferred portion and
the retained portion by allocating to
such transferred portion that part of
the outstanding principal balance of
the production payment which bears
the same ratio to such balance as the
value of such transferred portion (ex-
clusive of any value not related to the
burdened mineral) bears to the total
value of the burdened mineral property
(exclusive of any value not related to
the burdened mineral).

(4) In general, the entire amount of
gain or loss realized pursuant to this
paragraph shall be recognized in the
taxable year of such realization. See
section 1211 for limitation on capital
losses. This subparagraph shall not af-
fect the applicability of rules providing
exceptions to the recognition of gain or
loss which has been realized (e.g., a
transfer to which section 351 or 1031 ap-
plies). However, see section 357(c) with
respect to the assumption of liabilities
in excess of basis in certain tax-free ex-
changes. Furthermore, in the case of a
transaction which otherwise qualifies,
gain realized on a transfer of a mineral
property to which section 636(b) applies
may be returned on the installment
method under section 453.

[T.D. 7261, 38 FR 5463, Mar. 1, 1973]

§ 1.636–2 Production payments re-
tained in leasing transactions.

(a) Treatment by lessee. In the case of
a production payment (as defined in
paragraph (a) of § 1.636–3) which is re-
tained by the lessor in a leasing trans-
action (including a sublease or the ex-
ercise of an option to acquire a lease or
sublease), the lessee (or his successors
in interest) shall treat the retained
production payment for purposes of
subtitle A of the Code as if it were a
bonus granted by the lessee to the les-
sor payable in installments. Accord-
ingly, the lessee shall include the pro-
ceeds from (or, if paid in kind, the
value of) the mineral produced and ap-
plied to the satisfaction of the produc-
tion payment in his gross income for
the taxable year so applied. The lessee
shall capitalize each payment (includ-
ing any interest and any amounts
added on to the production payment
other than amounts for which the les-

see would be liable in the absence of
the production payment) paid or in-
curred with respect to such production
payment. See paragraph (c)(5)(ii) of
§ 1.613–2 for rules relating to computa-
tion of percentage depletion with re-
spect to a mineral property burdened
by a production payment treated as a
bonus under section 636(c) and this sec-
tion.

(b) Treatment by lessor. The lessor who
retains a production payment in a leas-
ing transaction (or his successors in in-
terest) shall treat the production pay-
ment without regard to the provisions
of section 636 and § 1.636–1. Thus, the
production payment will be treated as
an economic interest in the mineral in
place in the hands of the lessor (or his
successors in interest) and the receipts
in discharge of the production payment
will constitute ordinary income subject
to depletion.

(c) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. In 1971, A leases a mineral prop-
erty to B reserving a one-eighth royalty and
a production payment (as defined in § 1.636–
3(a)) with a principal amount of $300,000 plus
an amount equivalent to interest. In 1972, B
pays to A $60,000 with respect to the prin-
cipal amount of the production payment plus
$16,350 equivalent to interest. The adjusted
basis of the property in the hands of B for
cost depletion and other purposes for 1972
and subsequent years will include (subject to
proper adjustment under section 1016) the
$76,350 paid to A. In 1973, B pays to A $60,000
with respect to the principal amount of the
production payment plus $12,750 equivalent
to interest. The adjusted basis of the prop-
erty in the hands of B for cost depletion and
other purposes for 1973 and subsequent years
will include (subject to proper adjustment
under section 1016) the $72,750 paid to A. The
$76,350 received by A in 1972, and the $72,750
received by A in 1973, will constitute ordi-
nary income subject to depletion in the
hands of A in the years of receipt of such
amounts by A.

[T.D. 7261, 38 FR 5465, Mar. 1, 1973]

§ 1.636–3 Definitions.
For purposes of section 636 and the

regulations thereunder:
(a) Production payment. (1) The term

production payment means, in general, a
right to a specified share of the produc-
tion from mineral in place (if, as, and
when produced), or the proceeds from
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such production. Such right must be an
economic interest in such mineral in
place. It may burden more than one
mineral property, and the burdened
mineral property need not be an oper-
ating mineral interest. Such right
must have an expected economic life
(at the time of its creation) of shorter
duration than the economic life of one
or more of the mineral properties bur-
dened thereby. A right to mineral in
place which can be required to be satis-
fied by other than the production of
mineral from the burdened mineral
property is not an economic interest in
mineral in place. A production pay-
ment may be limited by a dollar
amount, a quantum of mineral, or a pe-
riod of time. A right to mineral in
place has an economic life of shorter
duration than the economic life of a
mineral property burdened thereby
only if such right may not reasonably
be expected to extend in substantial
amounts over the entire productive life
of such mineral property. The term
production payment includes payments
which are commonly referred to as in-
oil payments, gas payments, or mineral
payments.

(2) A right which is in substance eco-
nomically equivalent to a production
payment shall be treated as a produc-
tion payment for purposes of section
636 and the regulations thereunder, re-
gardless of the language used to de-
scribe such right, the method of cre-
ation of such right, or the form in
which such right is cast (even though
such form is that of an operating min-
eral interest). Whether or not a right is
in substance economically equivalent
to a production payment shall be deter-
mined from all the facts and cir-
cumstances. An example of an interest
which is to be treated as a production
payment under this subparagraph is
that portion of a royalty which is at-
tributable to so much of the rate of the
royalty which exceeds the lowest pos-
sible rate of the royalty at any subse-
quent time (disregarding any reduc-
tions in the rate of the royalty which
are based solely upon changes in vol-
ume of production within a specified
period of no more than 1 year). For ex-
ample, assume that A creates a royalty
with respect to a mineral property
owned by A equal to 5 percent for 5

years and thereafter equal to 4 percent
for the balance of the life of the prop-
erty. An amount equal to 1 percent for
5 years shall be treated as a production
payment. On the other hand, if A leases
a coal mine to B in return for a royalty
of 30 cents per ton on the first 500,000
tons of coal produced from the mine in
each year and 20 cents per ton on all
coal in excess of 500,000 tons produced
from the mine in each year, the fact
that the royalty may decline to 20
cents per ton on some of the coal in
each year does not result in a produc-
tion payment of 10 cents per ton of coal
on the first 500,000 tons in any year.
Another example of an interest which
is to be treated as a production pay-
ment under this subparagraph is the
interest in a partnership engaged in op-
erating oil properties of a partner who
provides capital for the partnership if
such interest is subject to a right of
another person or persons to acquire or
terminate it upon terms which merely
provide for such partner’s recovery of
his capital investment and a reason-
able return thereon.

(b) Property. The term property has
the meaning assigned to it in section
614(a), without the application of sec-
tion 614 (b), (c), or (e).

(c) Transfer. The term transfer means
any sale, exchange, gift, bequest, de-
vise, or other disposition (including a
distribution by an estate or a contribu-
tion to or distribution by a corpora-
tion, partnership, or trust).

[T.D. 7261, 38 FR 5465, Mar. 1, 1973]

§ 1.636–4 Effective dates of section 636.
(a) In general. Except as provided

hereinafter in this section, section 636
and §§ 1.636–1, 1.636–2, and 1.636–3 apply
to production payments created on or
after August 7, 1969, other than produc-
tion payments created before January
1, 1971, pursuant to a binding contract
entered into before August 7, 1969.

(b) Election. Under section 503(c)(2) of
the Tax Reform Act of 1969, if the tax-
payer so elects, section 636(a) of the
Code and §§ 1.636–1 and 1.636–3 apply to
all production payments carved out by
him after the beginning of his last tax-
able year ending before August 7, 1969,
including such production payments
created after such date pursuant to a
binding contract entered into before
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such date. No interest shall be allowed
on any refund or credit of any overpay-
ment of tax resulting from an election
under section 503(c)(2) for any taxable
year ending before August 7, 1969. The
provisions of this paragraph may be il-
lustrated by the following example:

Example. A, a fiscal-year taxpayer whose
taxable year ends on October 31, carved out
and sold (from a producing property) produc-
tion payments on October 1, 1967, and on
July 9, 1969. On August 1, 1969, A entered into
a binding contract to create another carved-
out production payment (from a different
producing property) and the production pay-
ment was carved out on December 22, 1969. If
A elects under section 503(c)(2), the produc-
tion payments carved out on July 9, 1969, and
December 22, 1969, are treated as mortgage
loans under section 636(a). The production
payment carved out on October 1, 1967, is not
treated as a mortgage loan under section
636(a) because it was carved out before the
beginning of A’s last taxable year ending be-
fore August 7, 1969.

(c) Time and manner of making elec-
tion. (1) Any election under section
503(c)(2) of the Tax Reform Act of 1969
must be made not later than May 30,
1973.

(2) An election under section 503(c)(2)
shall be made by a statement attached
to the taxpayer’s income tax return (or
amended return) for the first taxable
year in which the taxpayer created a
production payment (i) to which the
election applies, and (ii) which, in the
absence of section 636, would not have
been treated as a loan. A statement
shall also be attached to an amended
return for each subsequent taxable
year for which he has filed his income
tax return before making the election,
but only if his tax liability for such
year is affected by the election. Each
such statement shall indicate the tax-
payer’s election under section 503(c)(2),
and shall identify by date, amount,
parties, and burdened mineral prop-
erties all production payments de-
scribed in subdivisions (i) and (ii) of
this subparagraph which have been cre-
ated by the date on which the state-
ment is filed. However, a taxpayer who,
prior to the date on which permanent
regulations under this section are pub-
lished in the FEDERAL REGISTER, made
a valid election under section 503(c)(2)
pursuant to §§ 301.9100–17T and 301.9100–
18T of this chapter are not required to

amend statements previously furnished
which meet the requirements of
§ 301.9100–17T(b)(1)(ii) of this chapter
unless requested to do so by the dis-
trict director. In applying the election
to the taxable years affected, there
shall be taken into account the effect
that any adjustments resulting there-
from have on other items affected
thereby and the effect that adjust-
ments of any such items have on other
taxable years. In the case of a member
of a consolidated return group (as de-
fined in paragraph (a) of § 1.1502–1), sec-
tion 503(c)(2) and paragraphs (b), (c),
and (d) of this section shall be applied
as if such member filed a separate re-
turn.

(d) Revocation of election. A valid elec-
tion under section 503(c)(2) shall be
binding upon the taxpayer unless con-
sent to revoke the election is obtained
from the Commissioner. The applica-
tion to revoke such election must be
made in writing to the Commissioner
of Internal Revenue, Washington, D.C.
20224, not later than May 30, 1973. Such
application must set forth the reasons
therefor and a recomputation of the
tax reflecting such revocation for each
prior taxable year affected by the rev-
ocation, whether or not the period of
limitations for credit or refund or as-
sessment and collection has expired
with respect to such taxable year. Con-
sent shall not be given in any case in
which the revocation would result in
an increase in the taxpayer’s tax liabil-
ity for a taxable year for which such
period of limitations has expired unless
the taxpayer waives his right to assert
the statute of limitations.

(e) Special rule. (1) Except as provided
in subparagraph (2) of this paragraph,
in the case of a taxpayer who does not
make the election provided in section
503(c)(2) of the Tax Reform Act of 1969,
section 636 of the Code applies to pro-
duction payments carved out during
the taxable year which includes August
7, 1969, as provided in paragraph (a) of
this section, only to the extent that
the aggregate amount of such produc-
tion payments exceeds the lesser of:

(i) The excess of:
(a) The aggregate amount of produc-

tion payments carved out and sold by
the taxpayer during the 12-month pe-
riod immediately preceding his taxable
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year which includes August 7, 1969,
over

(b) The aggregate amount of produc-
tion payments carved out and sold be-
fore August 7, 1969, by the taxpayer
during his taxable year which includes
such date, or

(ii) The amount necessary to increase
the amount of the taxpayer’s gross in-
come within the meaning of chapter 1
of subtitle A of the Code, for his tax-
able year which includes August 7, 1969,
to an amount equal to the amount of
his deductions (other than any deduc-
tion under section 172) allowable for
such year under such chapter.
In applying the preceding sentence,
production payments carved out for ex-
ploration or development are to be
taken into account only to the extent,
if any, that gross income from the prop-
erty (for purposes of section 613) would
have been realized by the taxpayer cre-
ating such production payment under
the law existing at the time of the cre-
ation of such production payment, in
the absence of section 636(a).

(2) Subparagraph (1) of this para-
graph shall not apply for any taxable
year for purposes of determining the
amount of any deduction for cost or
percentage depletion allowable under
section 611 or the limitation on any
foreign tax credit under section 904.

(3) The application of this paragraph
may be illustrated by the following ex-
amples:

Example 1. (a) A, a calendar-year taxpayer
who does not make the election provided in
section 503(c)(2) of the Tax Reform Act of
1969, carves out and sells on December 31,
1968, a $500,000 production payment. Further,
A carves out and sells on March 4, 1969, a
$300,000 production payment, and on Novem-
ber 14, 1969, a $150,000 production payment.
None of the production payments are carved
out for exploration or development. During
1969, A has gross income of $600,000 (deter-
mined initially for this purpose by treating
the $150,000 production payment carved out
on November 14, 1969, as a loan) and allow-
able deductions of $700,000.

(b) The provisions of section 636 do not
apply to a portion of the November 14, 1969,
production payment for purposes other than
section 611 and section 904 of the Code, deter-
mined as follows:
(1) Amount of production payment carved out in

1969 on or after August 7, 1969 ........................ $150,000
(2) Amount of production payment carved out

during 1968 ........................................................ 500,000

(3) Amount of production payment carved out
during 1969 taxable year before August 7,
1969 ................................................................... 300,000

(4) Item (2) minus item (3) .................................... 200,000
(5) Excess of allowable deductions over gross in-

come for 1969 .................................................... 100,000
(6) Amount of production payment carved out in

1969 on or after August 7, 1969, to which sec-
tion 636 does not apply (lesser of items (1),
(4), and (5)) ........................................................ 100,000

Thus, A will not treat $100,000 of the consid-
eration received for the production payment
carved out on November 14, 1969, as a loan
and as a result his gross income for 1969 will
be $700,000. However, in computing percent-
age depletion, A will not include the $100,000
in gross income from property and in com-
puting cost depletion A will not include the
mineral units attributable thereto. Nor, will
A include the $100,000 in determining the
limitation on foreign tax credit under sec-
tion 904.

Example 2. Assume the same facts as in ex-
ample 1 except that for taxable year 1969 A’s
gross income (determined initially for this
purpose by treating the November 14, 1969,
production payment as a loan) exceeds the
amount of his allowable deductions under
chapter 1 of subtitle A of the Code. The en-
tire amount of the November 14, 1969, pro-
duction payment is treated as a mortgage
loan under section 636(a).

[T.D. 7261, 38 FR 5465, Mar. 1, 1973, as amend-
ed by T.D. 8435, 57 FR 43896, Sept. 23, 1992]

CONTINENTAL SHELF AREAS

§ 1.638–1 Continental Shelf areas.
(a) General rule. For purposes of ap-

plying any provision of chapter 1, 2, 3,
or 24 (including section 861(a)(3),
862(a)(3), 1441, 3402, or other provisions
dealing with the performance of per-
sonal services), with respect to mines,
oil and gas wells, and other natural de-
posits:

(1) United States and possession of the
United States. The terms United States
and possession of the United States when
used in a geographical sense include
the seabed and subsoil of those sub-
marine areas which are adjacent to the
territorial waters of the United States
or such possession and over which the
United States has exclusive rights, in
accordance with international law,
with respect to the exploration for, and
exploitation of, natural resources. The
terms Continental Shelf of the United
States and Continental Shelf of a posses-
sion of the United States, as used in this
section, refer to the seabed and subsoil
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included, respectively, in the terms
United States and possession of the
United States, as provided in the pre-
ceding sentence.

(2) Foreign country. The term foreign
country when used in a geographical
sense includes the seabed and subsoil of
those submarine areas which are adja-
cent to the territorial waters of the
foreign country and over which such
foreign country has exclusive rights, in
accordance with international law,
with respect to the exploration for, and
exploitation of, natural resources, but
this sentence applies only if such for-
eign country exercises, directly or indi-
rectly, taxing jurisdiction with respect
to such exploration or exploitation.
The term foreign continental shelf, as
used in this section, refers to the sea-
bed and subsoil described in the pre-
ceding sentence. A foreign country is
not to be treated as a country contig-
uous to the United States by reason of
the application of section 638 and this
section.

(b) Exercise of taxing jurisdiction. For
purposes of paragraph (a)(2) of this sec-
tion, the exercise, directly or indi-
rectly, of taxing jurisdiction with re-
spect to the exploration for, or exploi-
tation of, natural resources is deemed
to include (but is not limited to) those
cases in which a foreign country:

(1) Imposes a tax upon assets, equip-
ment, or other property connected with
or income derived from such explo-
ration or exploitation, or

(2) Requires natural resources re-
ferred to in paragraph (a)(2) of this sec-
tion to be transported to points within
its landward boundaries and then levies
a tax upon such natural resources or
upon the income derived from the sale
thereof.
A foreign country which, for purposes
of paragraph (a)(2) of this section, exer-
cises taxing jurisdiction by the imposi-
tion of tax upon any person, property,
or activity engaged in or related to the
exploration for, or exploitation of, nat-
ural resources in the seabed or subsoil
referred to in paragraph (a)(2) of this
section, or the income therefrom of
any taxpayer, is deemed to exercise
taxing jurisdiction over all such per-
sons, property, and activities and over
all income therefrom of all such tax-
payers; thus, for example, a foreign

country which imposes tax upon a per-
son engaged in exploitation of oil and
gas wells in its seabed and subsoil re-
ferred to in paragraph (a)(2) of this sec-
tion is deemed to exercise taxing juris-
diction over property related to explo-
ration for other natural deposits in
such seabed and subsoil. A foreign
country is deemed to be imposing tax
upon a person, property, activity, or
income described in the preceding sen-
tence if such foreign country exempts
such person, property, activity, or in-
come from tax for a period not in ex-
cess of 10 years from the commence-
ment of such exploration or exploi-
tation. Except in the case of a foreign
country which is deemed under the pre-
ceding sentence to impose tax by vir-
tue of an exemption for a period not in
excess of 10 years, a foreign country
which exempts all persons, property,
and activities engaged in or related to
the exploration for, or exploitation of,
natural resources in the seabed or sub-
soil referred to in paragraph (a)(2) of
this section and the income therefrom,
from taxation is deemed not to be exer-
cising, directly or indirectly, taxing ju-
risdiction for purposes of paragraph
(a)(2) of this section. For purposes of
paragraph (a)(2) of this section, the ex-
ercise of taxing jurisdiction with re-
spect to any type of tax constitutes the
exercise of taxing jurisdiction with re-
spect to all types of taxes. However, a
royalty or other charge (whether pay-
able in a lump sum or over a period of
time or in amounts dependent upon the
volume of production of natural re-
sources) for the right to explore for or
exploit natural resources does not con-
stitute a tax.

(c) Scope. (1) For purposes of applying
this section, persons, property, or ac-
tivities which are engaged in or related
to the exploration for, or exploitation
of, mines, oil and gas wells, or other
natural deposits need not be physically
upon, connected, or attached to the
seabed or subsoil referred to in sub-
paragraph (1) or (2) of paragraph (a) of
this section to be deemed to be within
the United States, a possession of the
United States, or a foreign country, as
the case may be, to the extent provided
in subparagraph (2) or (3) and subpara-
graph (4) of this paragraph.
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(2) Persons, property, or activities
which are not in a foreign country (de-
termined without regard to section 638
or this section), and which are engaged
in or related to the exploration for, or
exploitation of, mines, oil and gas
wells, or other natural deposits of the
seabed or subsoil referred to in para-
graph (a)(1) of this section, are gen-
erally within the United States or a
possession of the United States, as the
case may be, unless such persons, prop-
erty, or activities are solely involved
in or constitute transportation to (or
from) the site of exploration or exploi-
tation from (or to) a foreign country,
other than transportation on a regular
basis from (or to) a base of operations.

(3) Persons, property, or activities
which are not in the United States or
in a third country (determined in each
case without regard to section 638 or
this section), and which are engaged in
or related to the exploration for, or ex-
ploitation of, mines, oil and gas wells,
or other natural deposits of the seabed
or subsoil of a foreign country referred
to in paragraph (a)(2) of this section,
are generally within such foreign coun-
try, unless such persons, property, or
activities are solely involved in or con-
stitute transportation to (or from) the
site of exploration or exploitation from
(or to) the United States or a posses-
sion of the United States or a third
country, as the case may be, other than
transportation on a regular basis from
(or to) a base of operations.

(4) Persons, property, or activities
are within the United States, a posses-
sion of the United States, or a foreign
country, as the case may be, pursuant
to this paragraph, only to the extent
such persons, property, or activities
are engaged in or related to the explo-
ration for or exploitation of, mines, oil
and gas wells, or other natural depos-
its.

(d) Natural deposits and natural re-
sources. For purposes of this section,
the terms natural deposits and natural
resources mean nonliving resources to
which section 611(a) applies. Such
terms do not include sedentary species
(organisms which, at the harvestable
stage, either are immovable on or
under the seabed or are unable to move
except in constant physical contact

with the seabed or subsoil), fish or
other animal or plant life.

(e) Rights under international law.
Nothing in this section shall prejudice
or affect the freedoms of the high seas
and other rights under international
law, or the exercise of such freedoms
and rights by the United States or for-
eign countries.

(f) Examples. The application of the
provisions of section 638 and this sec-
tion may be illustrated by the fol-
lowing examples:

Example 1. A, a citizen of the United States
employed as an engineer, is engaged in the
exploitation of oil and is physically present
on an offshore oil drilling platform operated
by employees of L Corporation. Such plat-
form is affixed to the foreign continental
shelf of foreign country X. Assuming that
foreign country X exercises taxing jurisdic-
tion as provided in paragraph (b) of this sec-
tion, A is to be treated as being employed in
foreign country X with respect to compensa-
tion for his employment for purposes of
chapters 1 and 24.

Example 2. The facts are the same as in ex-
ample 1 except that B, a citizen of the United
States engaged in the private practice of
law, is physically present on such platform
for the sole purpose of interviewing his cli-
ent, A, whom he represents in a domestic re-
lations matter. Since B is not engaged in ac-
tivities related to the exploration for, or ex-
ploitation of, natural deposits, he is not to
be treated as being in foreign country X for
purposes of chapters 1 and 2.

Example 3. The facts are the same as in ex-
ample 1 except that C, a citizen of the United
States engaged in the private practice of
medicine, is physically present on such plat-
form for the purpose of making routine phys-
ical examinations of L Corporation’s em-
ployees who are engaged in the exploitation
of oil on the platform. C is paid by L Cor-
poration to give such examinations on the
platform at regular intervals in order to de-
termine whether the state of any employee’s
health is such that he should not continue
work on the platform. The balance of C’s
medical practice is conducted at his office on
the U.S. mainland. Since C is engaged in ac-
tivities related to the exploitation of oil, he
is treated as being in foreign country X
under section 638 and this section while mak-
ing physical examinations on L Corpora-
tion’s platform, provided that foreign coun-
try X exercise taxing jurisdiction as provided
in paragraph (b) of this section. For purposes
of chapters 1 and 2, amounts paid by L Cor-
poration to C are treated as derived from
sources within foreign country X.

Example 4. C, a nonresident alien individual
employed as an engineer in a foreign coun-
try, designs equipment for use on oil drilling
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platforms affixed to the continental shelf of
the United States and engaged in the exploi-
tation of oil. Although C’s activities in this
respect are related to the exploitation of oil,
C is not treated as being in the United States
under section 638 and this section by reason
of such activities.

Example 5. M Corporation, a domestic cor-
poration, chartered a ship from N Corpora-
tion, also a domestic corporation, under a
time charter under which N Corporation’s
personnel continued to navigate and manage
the shop. M Corporation equipped the ship
with special oil exploration equipment and
furnished its personnel to operate the equip-
ment. The ship then commenced to explore
for oil in the foreign Continental Shelf of
foreign country Y. Foreign country Y exer-
cises taxing jurisdiction as provided in para-
graph (b) of this section. The ship is treated
as being within foreign country Y under sec-
tion 638 and this section for the period it was
engaged in the exploration for oil in such
foreign Continental Shelf. Thus, the entire
income derived during such period by N Cor-
poration from the charter is income derived
from sources within foreign country Y, since
N Corporation had property and employees
engaged in the exploration for oil in such
foreign Continental Shelf.

Example 6. The facts are the same as in ex-
ample 5 except that C, a citizen of the United
States, was employed by N Corporation as a
cook and was physically present on the ship.
C’s sole duties consisted of cooking meals for
personnel aboard such ship. In such case, as
C’s activities are related to the exploration
for oil, C is to be treated as being in foreign
country Y under section 638 and this section
for the period he was aboard such ship while
it was engaged in activities relating to the
exploration for oil in the foreign Continental
Shelf referred to in example 5. For purposes
of chapters 1 and 24, C’s compensation as a
cook for such period is treated as derived
from sources without the United States.

Example 7. Z Corporation, a foreign cor-
poration, entered into a contract with Y Cor-
poration, a United States corporation, to en-

gage in exploratory oil drilling activities on
a leasehold held by Y Corporation. Such
leasehold was located in the Continental
Shelf of the United States. Since Z Corpora-
tion is engaged in and has property and ac-
tivities which are engaged in the exploration
for oil, such property and activities are to be
treated as being in the United States under
section 638 and this section for the period
such property and activities were engaged in
or related to the exploraton for oil in the
Continental Shelf of the Unid States and
were not in a foreign country. For purposes
of chapters 1 and 3, amounts paid to Z Cor-
poration pursuant to the contract are treat-
ed as derived from sources within the United
States.

Example 8. M Corporation is a controlled
foreign corporation (within the meaning of
section 957(b)) for its entire taxable year be-
ginning in 1972. During such taxable year, M
Corporation issues a policy of insurance re-
lating to fire damage to an offshore oil drill-
ing platform, owned by N Corporation (a for-
eign corporation), which is attached to the
Continental Shelf of the United States. The
income attributable to the issuing of such
policy would be taxed under subchapter L,
chapter 1, subtitle A of the Code (as modi-
fied, for this purpose, by section 953(b) (1),
(2), and (3)) if such income were the income
of a domestic insurance corporation. Since N
Corporation’s oil drilling platform is located
within the United States under section 638
and this section, M Corporation’s income at-
tributable to the issuing of the insurance in
connection with such platform is income de-
rived from the insurance of United States
risks, within the meaning of section
953(a)(1)(A).

[T.D. 7277, 38 FR 12740, May 15, 1973]

§ 1.638–2 Effective date.
The specific requirements and limita-

tions of § 1.638–1 apply on and after De-
cember 30, 1969.

[T.D. 7277, 38 FR 12742, May 15, 1973]
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